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his ship off Long Beach, California, he 
might have had in mind the making of 
gambling history ; but certainly he gave 
no thought to the fact that he might 
raise an issue in federal tax litigation. 
He did raise such an issue, which 
Albert Krassner ably discusses in “Can 
a Deduction for Legal wees Be Against 


Public Policy?” * * * ee 8 
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Acq. and Non-aca. 


The Case of the Diminishing Gift 
Sir: 


In the article by Alvin R. Cowan, “A 
Hazard of Gifts .in Contemplation of 
Death,” published in Taxes for February, 
1948, the writer missed an opportunity 
to discuss some of the questions for which 
I have been waiting for thirty years (more 
or less) to find the answers in court 
decisions, Treasury rulings, or acts of 
Congress. 


To some extent these questions have been 
enunciated, but further obscured, by the 
recent decision in the case of Frizzell [CCH 
Dec. 16,150], 9 TC —. Perhaps some of 
your readers would like to volunteer their 
conclusions. Would anyone venture to 
grade the answers? 


It is readily stated, as in the statute, 
Section 81l(c), that the amount to be 
included in the taxable estate with respect 
to a gift in contemplation of death is 
the value at the date of death of the donated 
property (or, more strictly, such value to 
the extent of the interest therein trans- 
ferred by the decedent). How should this 


simple rule be applied to the following 
situations ? 


1. In contemplation of death, the dece- 
dent has transferred a farm, having a fair 
market value of $50,000 at date of gift 
and at date of death. However, a month 
or a year after the gift, and substantially 
prior to the date of death, the donee has 
transferred the farm in exchange for 
another of equal value at the date of the 
exchange. Subsequent to the exchange, 
oil is discovered upon the acquired farm. 
Consequently, at the date of death this 
farm has a value of $1,000,000. Does the 
taxable estate include a value of $50,000 
or $1,000,000 on account of the gift? 
Should the case be governed by the rule 
stated in Kroger Estate [CCH Dec. 
13,438(M)], 2 TCM 644, aff’d 145 F. (2d) 
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901 (CCA-6), cert. den. 324 U. S. 866? 
Does that rule depend at all on the fact 
that the donor still had an interest in 
the substituted property at the date of 
his death? 

2. Assume the same facts, except that 
after the exchange by the donee, the farm 
acquired continually declines in value, until 
it is worth only $30,000 at the date of 
death. In the meantime, however, oil has 
been discovered on the transferred farm, 
originally the subject of the gift, so that 
at the date of death the donated farm 
has a value of $1,000,000. Again, is 
the taxable value $50,000 or $30,000 or 
$1,000,000? Incidentally, if the answer is 
$1,000,000, as is suggested in the Frizzell 
case, where will the money be obtained 
to pay the tax? 


3. In contemplation of death, the dece- 
dent has transferred a number of stocks 
and bonds, having at the date of gift 
a fair market value of $100,000. The donee 
from time to time sells the stocks and 
bonds, purchases others with the proceeds 
(excluding current income), and thereafter 
repeatedly sells and reinvests, but without 
disturbing the identity of the fund. At 
the date of death, the value of the securities 
then held by the donee is $500,000. The 
securities which were the subject of the 
gift, none of which are owned by the donee 
at the date of death, then have an aggregate 
value of $50,000. Some of them have 
become entirely worthless, on account of 
insolvency or dissolution of the issuing 
corporation, or similar causes. Is the tax- 
able value of the gift $100,000, $500,000, 
$50,000 or some other amount? 

4. Assume similar facts, except that the 
transferred securities had a value of 
$100,000 at the date of gift and $500,000 
at the date of death, and that the donee 
in the interim has disposed of all of them, 
investing and reinvesting the proceeds in 
similar securities, which, however, have an 
aggregate value of $50,000 at the date of 
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death. Is the taxable value of the gift 
$100,000, $500,000 or $50,000? 


5. Under the same facts, what would 
be the answer of the value of $50,000 at 
date of death applied to the residual 
securities in the fund, from which the 
donee had withdrawn and consumed, in 
his living expenses, in addition to all 
income, an aggregate of $25,000 of princi- 
pal? Would this $25,000 in any way enter 
into the determination of the taxable value 
of the gift? Should a donee be advised 
to “eat up” the principal of a gift in 
contemplation of death? How about a gift 
of $100,000 in cash, all of which is con- 
sumed “without trace” by living expenses 
prior to the date of death? 


6. Would the answers to problems 3, 4 
and 5 be any different if the gift had 
been made by a transfer into a trust, which 
continued intact until the date of death, except 
for the consumption of principal, and with 
the same sales and reinvestments having 
been made by a trustee, pursuant to 
authority granted by the decedent? Is 
there any warrant in law for the distinc- 
tion described by Montgomery (according 


to the footnote to the Frizzell case) as 


the unpublished rule followed by the 
Treasury Department? 


7. What is the taxable value of a lifetime 
annuity, given in contemplation of death, 
which cost $100,000 at the date of gift 
and is worth $10,000 when the doner dies? 
Suppose the gift had been $100,000 in cash, 
with which the donee had purchased such 
an annuity? 

8. In contemplation of death, the dece- 
dent has made a gift of an exhaustible 
asset, such as a contract for royalties under 
a patent, or a royalty interest in an oil 
well lease, having a value of $100,000 at 
the date of the gift. The donee currently 
derives income from the property, which 
amounts in the aggregate to $200,000 in 
the period ending with the death of the 
decedent. All of this income is consumed 
by the donee. At the date of death, the 
patent having expired, the oil well having 
been fully depleted, or the asset having 
been otherwise exhausted, there is no value 
in the donated property or in any proceeds 
traceable to such property. What value 
is taxable in the gross estate? Should 
such a gift be taxed less than a gift of 
$100,000 in cash, or a gift of a $100,000 
annuity? Does this suggest that a tax-wise 
donor will make gifts in contemplation 
of death only of exhaustible property? Is 
the answer affected by the fact that some 
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of the gross income is nontaxable, because 
of the allowance of deductions for depletion, 
depreciation, or amortization? 


9. What would be the taxable value if 
the donee, under the facts stated in 
problem 8, having received the same income 
of $200,000, had invested all of it in 
identifiable property having a value of 
$300,000 at the date of death, the property 
originally donated then being entirely 
worthless, as above assumed? 


How is this for an argument in favor 
of integration of gift and estate taxes? 


ARNOLD R. BAAR 
CHICAGO 


More About Footnotes 
Sir: 

I have just finished reading the article 
by Paul D. Seghers’* which appears at page 
108 of Taxes for February, 1948.2 Evi- 
dently you have decided to do something 


about the footnote problem,? about which 
you commented in a recent issue.™ 


But, please don’t do it by putting all 
the footnotes at the end of the article.‘ 
That makes it virtually impossible to read 
the footnotes and the article at the same 
time. If you must repeat the experiment, 
please publish the footnotes in a separate 
supplement,® or in the next month’s issue." 


Because footnotes are used in legal 


Opinions is no reason why they should be 
used in TAXES. 


The next article, by Scott, is a welcome 
relief. Any necessary references are in- 
cluded in the text of the article, in good 
readable type.* 


Footnotes to this letter are on the back 
of this letterhead. I hope you have as 
much trouble with them, as I did with 
the footnotes to Mr. Segher’s article.° 

WILLIAM W. JOHNSTON 
SPRINGFIELD, MASSACHUSETTS 





1 He’s an acquaintance of mine. 

2 Congratulations on your twenty-fifth birth- 
day. 
3 It needs it. 
32 And a really amusing article it was, too. 

ZUMOP apts. 

-dn wen Surjujid Ai} you AUM ‘TIeU SIs 

ST did it, although I nearly had to stand on 
my head. 

6 Preferably with comic pictures. 

7 That would have been an excuse to postpone 
reading the article until after March 15. 

8 Why are footnotes always printed in type 
too small for easy reading? 

{? We did—we had to turn the letter over each 
time we referred to a footnote. Editor.] 


Tax=-Wise 


Memoir Capital Gains 


For any one connected with the top man- 
agement of the war, the writing of memoirs 
seems to be a profitable and a prevalent oc- 
cupation. General Eisenhower is said to 
have sold his memoirs for a sum somewhere 
between $500,000 and $750,000. This in- 
formation is reported with a comment which 
imputes to the General some extraordinary 
prescience in the matter of federal income 
taxes that saved him about $275,000. 


If the General had not made this deal in 
the first place, the Treasury would have 
received nothing; so one way of looking at 
the matter is that the Treasury is enriched 
by about $125,000, which is the approxi- 
mate tax on the sale of the rights involved. 

The way Eisenhower looked at it, of 
course, is through the holding in the Gold- 
smith case (44-2 ustc J 9365), and possibly 
through the articles that have appeared in 
this magazine on the subject of authors’ tax 
liability. (“Tax Tips for Writers,” by Theo- 
dore Wesley ‘Graske, July, 1947; “Authors 
and the Federal Income Tax,” by Paul 
Edgar Swartz, January, 1948.) 


Mr. Swartz pointed out in his article: 
“Instead of granting book publication rights, 
motion picture rights, serial rights, etc., 
separately to different persons or firms, 
suppose the author sells his entire interest 
in the copyright to a single purchaser, for 
example, a book publishing company, which 
in turn could dispose of the various rights 
as it saw fit. Would the proceeds from such 
sale be taxed as capital gain with a twenty- 
five per cent maximum rate or as ordinary 
income at the regular graduated surtax 
rates? The answer depends primarily upon 
whether the copyright constitutes ‘property 
held primarily for sale to customers in the 
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ordinary course of trade or business’. lf 
the copyright does constitute such property, 
the proceeds are not capital gain; if it does 
not, the proceeds are capital gain. 


“Of course, since the application of this rule 
[the Hopkinson rule, 42-1 ustc § 9330] is 
limited to sales of copyrights by authors 
who are not actually engaged in the business 
of writing, it necessarily follows that the 
favorable capital gains provisions of the 
law will be available only in relatively few 
cases. However, where the capital gains 
rule does apply, the tax savings may be 
substantial. The benefits will flow largely 
to the unknowns in the literary world.” 


The prescience of the General is lacking in 
many executives, who fail to discuss their 
intended business transactions with their 
tax counsel before the transactions are con- 
summated, as the General must have done. 


Metaphorically Speaking 


From a businessman’s recent speech on 
taxation: “How bad is taxation, and how 
does it affect our lives, our economy, our 
country, ourselves and our world? Its 
filching fingers reach out at the unborn baby, 
grabbing at the food and medical care and 
hospitalization of its mother and the layette 
prepared for its arrival. Those grasping, 
itching fingers will follow and clutch at the 
child throughout its life and, like ghouls, 
desecrate its final resting place.” (As Red 
Skelton says, “I scared me little self.’’) 


Non-Dictionary Definition 


When is an airplane a motor vehicle? 
Answer: When some states want to tax 
it or the gasoline it uses. 


(Continued on page 329) 
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Few people realize the importance of Dep- 
uty Comimissioner McLarney’s Income Tax 
Unit. The 7,900 revenue agents in his thirty- 
nine field divisions have brought to light 
additional taxes, interest and penalties of 
$1.25 billion for the fiscal year 1947, almost 
three times the amount secured in 1945, with 
but a fifty per cent increase in the number 
of agents. This results from the skilled ex- 
amination of an average of nearly 100 re- 
turns per day by each agent. The agents 
have accomplished this volume of work in 
spite of the fact that they are required to 
devote twelve per cent of their time to spe- 
cial projects such as fraud investigations, re- 
negotiation contracts, pension trust plans, 
engineering and valuation problems, training 
of new agents, etc. Then, too, more than ten 
per cent of the total field force of the unit 
concentrates its time and efforts on excess 
profits tax cases. About 250 agents of this 
number are necessarily engaged in the in- 
vestigation of claims for relief under Sec- 
tion 722, a non-revenue-producing activity. 

Frequent changes in the tax laws have 
caused the Income Tax Unit to be the focus 


of thousands of inquiries from taxpayers all 


over the country requesting advice or infor- 
mation concerning their tax problems. In 
the five years ended in 1947, over 190,000 
tuling letters originated in the Practice and 
Procedure Division of the unit, an average 
of 38,000 per year. About one half of these 
were prepared in the Taxpayers Rulings 
Section and the other half in the Exempt 
Rulings Section. 


Just keeping up with changes in law, as 
well as being prepared to put them into im- 
mediate effect without loss of time to the 
taxpayer, is a task in itself. New forms of 
returns and instructions must be devised, or 
current forms must be revised; and they 
must be made ready to print so that the new 
law can go swiftly into operation. The rad- 


Washington Tax Talk 


Mc LARNEY’S UNIT . . 
SENATE GIVES ITS OK 
TO TAX REDUCTION 


Washington Tax Talk — 


ical legislative changes embodied in the Cur- 
rent Tax Payment Act of 1943 and the Tax 
Adjustment Act of 1945 imposed upon the 
Income Tax Unit an unprecedented respon- 
sibility for swift and efficient action. Some 
work of this type is never known to the pub- 
lic at large. For instance, when H. R. 1, the 
first-proposed Individual Income Tax Re- 
duction Act of 1947, was passed by the House 
and Senate and forwarded to President Tru- 
man on June 4, 1947, for his approval, less 
than a month remained before employers all 


- over the land would have had to change their 


withholding procedures if the bill had be- 
come law, since it would have become effec- 
tive on July 1. To meet this emergency, the 
Bureau of Internal Revenue, in cooperation 
with the Government Printing Office, had the 
new plates actually set up and ready to print 
the new Circular WT, the instructions to em- 
ployers. Form W-2 (Withholding Statement), 
Form W-4 (Employee’s Withholding Exemp- 
tion Certificate), and Form 1040-ES (Declara- 
tion of Estimated Tax), and the returns for 
fiscal years were also revised promptly. Ev- 
erything was ready to start distribution of 
the new Circular WT to employers within 
two weeks if the bill became law, so that 
they might be able to start operations under 
the new law without loss of time. As you 
know, H. R. 1 was vetoed on June 16, and the 
veto was sustained by the House on June 17. 
A few days later a similar bill, H. R. 3950, 
was passed by the House and Senate and for- 
warded to the President. H. R. 3950 was also 
vetoed. This time the veto was overridden by 
the House; but it was sustained by the Senate, 
and the bill did not become law. 


’ The added effort in connection with the 
“forms” work is not entirely lost; however, 
for in the emergency a switch was made 
from the present twelve-page flat-form type 
of Circular WT, 834 by eleven inches in size, 
to a twenty-four-page bulletin type of cir- 
cular, 534 by nine inches in size, which will 
be used for the next edition of the circular:i 





It is more convenient, cheaper to handle, 
mail and file, and much more adaptable to 
available paper stocks. Thus, improved pro- 


cedures and reduced costs often evolve out 
of emergencies. 


While field production in the revenue 
agents’ offices during the calendar year 1947 
reached the highest levels ever attained in 
a single calendar year, the production rate 
during the latter part of the year was 
markedly lower. There has been no decrease 
in the number of returns to be examined, 
but a substantial number of revenue agents 
have recently left the service. During the 
last six months of 1947, the Income Tax 
Unit lost 1,105 technical personnel, among 
whom were 245 agents, including ninety- 
nine experienced men with many years of 
service in higher grades, who voluntarily re- 
signed. Some of the agents’ reasons for 
resigning were uncertainty as to their future 
retention in the service, inability to provide 
for their families at prevailing low salaries 
and high living costs, and attractive offers 
from accounting firms and private businesses. 
As Assistant Commissioner Berkshire re- 
cently told the Senate Civil Service Commit- 
tee, the Bureau cannot get and keep good 
employees at today’s wage scales. Many em- 
ployees come into the agency, are given 
costly training, and resign when they be- 
come efficient in their work. As a result of 
thirty years’ experience, the Bureau has 
developed a series of training schools cover- 
ing a wide range of courses in theoretical 
and practical accounting, income tax law and 
report writing. (See TAxES—The Tax Mag- 
azine, March, 1947, page 232.) Fulltime 
attendance in sixty-day courses is a “must” 
for every new agent, and this classroom 
work is later supplemented by correspond- 
ence courses. 


From such raw material has been welded 
the highly trained, far-flung organization 
that in 1947 uncovered the largest tax defi- 
ciencies in history. Edward I. McLarney 
has headed the Income Tax Unit since his 
appointment as Deputy Commissioner in 
April, 1946. He is both a lawyer and an 
accountant, and is a member of the Bar 
of the Supreme Court of the United 
States. He has had twenty-six years of serv- 
ice in the Bureau. Concurrent with his duties 
as an employee of the Bureau, he has at 
many times in his career carried special 
assignments, such as assisting the Office of 
the Secretary of the Treasury and the Sen- 
ate Finance Committee in legislation that 
resulted in the Revenue Act of 1936, acting 
as special adviser on insurance cases, and 
planning and executing the drive against tax 
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evaders in connection with the Joint Com- 
mittee on Tax Evasion and Avoidance. 


New Tax Bill 


It has been a long time coming, but 
through the persistency of Representative 
Knutson fifty million or more taxpayers will 
receive an increase in their take-home pay, 
After May. 1, 1948, the federal government 
will take less of the paycheck fér itseli— 
if the bill can pass over a possible veto. 


The Log. Representative Knutson launched 
his ship, H. R. 4790, on its maiden voyage on 
December 18, 1947, with the hope and the 
prayer that it would reach its destination 
on or about the first week of April with 
its cargo of tax reduction. It successfully 
passed the shoal of the Ways’and Means 
Committee on January 27, 1948, and one week 
later was sighted from the cliffs of the 
House of Representatives. 


The first week in March a severe storm 
arose in the latitude of the Senate Finance 
Committee—a storm so severe that nearly 
a third of the $6.5 billion cargo had to be 
jettisoned. It was necessary to return to 
the House of Representatives for repairs, 
which were quickly made though no addi- 
tional cargo was taken. The _heavies: 


weather to be encountered was expected of. 
White House Point, where the ship would 


probably arrive on the last days of March. 
If the good ship H. R. 4790 can come 
through the high winds here and can get 
safely into Port Override, its ,arrival at 
its destination with its reduced, but none the 
less welcome, cargo is assured. 


From the first there was much opposition 
to the voyage. Predictions were made that 
the ship, overloaded as it was, would founder 
in the first big blow. Prominent personages 
suggested instead that two new and untried 
ships, $40 Credit and Excess Profits Tax, 
be used. Knutson’s faithful and daring crew, 
having laid each plank in their ship with 
loving hands and having calked its seams 
with due regard for the perils of the voyage 
continued on their way in H. R. 4790. 


The Cargo. As the ship heads towarl] 
White House Point, let’s take a quick look 2: 
the remaining cargo. The personal credits ate 
now $600. This is an increase of $100 ova 
the credits under the old law. The blind ani 
the over-age (over sixty-five) also receiv: 
additional personal credits of the same 
amount. The standard deduction available 
to taxpayers whose income exceeds $5,000 
has been increased to ten per cent of the 
adjusted gross income of the married tax- 
payer with a ceiling of $1,000 on the amoun: 
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Your 1949 federal income tax return, using community property computation as applied to 
joint return of husband and wife, probably will look like this. 
Amount you earned in 1948 $12,020.00 


Your new standard deduction is ten per cent of this amount 
with a limit of $1,000. Subtract 


$11,020.00 


Exemptions: Multiply $600 by the number of exemptions 
claimed (four), and subtract 


$ 8,620.00 


Enter one half of above amount $ 4,310.00 


Normal tax is three per cent of this amount .............. 
Surtax bracket 
Twenty-three per cent on excess over $4,000 


$129.30 
720.00 
71.30 


$920.60 


If amount entered is not over $400, enter seventeen per cent 
of that amount here 


If amount entered is over $400 but not over $100,000, enter 


$ 68.00 
$68 plus twelve per cent of excess over $400 


62.47 
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$ 130.47 $130.47 


If amount entered is over $100,000, enter $12,020 plus 9.75 


per cent of excess over $100,000 


Multiply amount by two. 


deductible, provided joint returns are filed. 
In other words, a taxpayer with $12,000 
adjusted gross income can use the limit of 
$1,000 as his deduction and a taxpayer with 
$9,000 will be entitled to a $900 deduction 
if they file joint returns. Single persons and 
married couples filing separate returns use 
the $500 deduction. The deduction for medi- 
cal expenses has been liberalized; it is now 
$1,250 multiplied by the number of exemp- 
tions claimed by the taxpayer, with a ceiling 
of $5,000 on the deduction. 


The old method of reducing the tax rate, 


by five per cent to reflect the first tax 
reduction given to the individual since the 
war has been eliminated, and the rates of 
the reduction under the new bill have been 
arranged so that this five per cent is given 
effect. 


The community property principle of 
split income is available to all married tax- 
payers. 

Then there is tax reduction itself, which 
reduces the normal tax and surtax by seven- 
teen per cent of the total tax where it is 
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This is your tax 


$ 790.13 
$ 1,580.26 


not over $400. If the total tax is over $400 
and not over $100,000, the reduction is $68 
plus twelve per cent of the excess of the 
tax over $400. If the tax is over $100,000, 
the reduction is $12,020 plus 9.75 per cent 
of the excess over $100,000. The combined 
normal tax and surtax cannot exceed seventy- 
seven per cent of the taxpayer’s net income. 


The new law makes no change in the 
fact that those taxpayers with incomes of 
less than $5,000 may still pay their tax by 
using the table of tax rates. New tables, 
reflecting the tax reduction, have been pre- 
pared. The withholding table in the new 
law is‘a great simplification over the tables 
of the old law. Employers will find it 
simple to compute the new withholding rates 
at fifteen per cent of the amount by which 
the wages of the taxpayer exceed the with- 
holding allowance multiplied by the number 
of exemptions claimed by the taxpayer. The 
new law also contains withholding tables 
for the weekly, semiweekly, monthly and 
daily pay periods as before. 


Land Ho. We hope so. 
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A CRITIQUE of SECTION 122 


By CHARLES W. BATE 


THIS SECTION MAY NEED TO BE OVERHAULED.. BUT, ASKS 
THIS CERTIFIED PUBLIC ACCOUNTANT, DO THE SUGGES- 
TIONS OF THE MAGILL COMMITTEE DO THE PROPER JOB ? 


| T SEEMS reasonably certain that with- 
in the next year Congress will give con- 
sideration to at least some of the revisions 
of which Section 122 of the Internal Reve- 
nue Code is much in need. The recent 
report of the Special Tax Study Committee 
touches on this subject in two sections: 


“7. FLUCTUATING BUSINESS INCOME (CAR- 
RY-FORWARD AND CARRY-BACK OF Net LossEs) 


“ 


However, new businesses, which 
we seek to encourage, have only a three-or 
four-year. span, respectively, as to their 
first and second year operations. It is in 
the earlier years’ that operations are more 
likely to result in losses or in no income. 
The carry-back is ineffective as to later 
year losses if early years were not pro- 
ductive of income. 

“We recommend, therefore, that the’ net 
operating loss catry-forward be extended 
from two to seven years and that the net 
operating loss carry-back be discontinued. 
The carry-back provisions are administra- 
tively difficult, since they result in re- 
opening or keeping open past tax years, so 
that tax liability cannot be finally deter- 
mined and closed.” 


“31. Net OPERATING Loss 


The definition of net operating losses 
which may be carried over is unduly re- 
strictive and the exceptions of Section 122 
(d) (1) (percentage and discovery depletion), 
(d) (2) (exempt interest), and (d)(4) (capi- 
tal gains and losses) and the effect of the 


Section 122 


treatment of intercorporate 
should be removed. 


dividends 
Under existing pro- 


‘cedure the stated deductions are disallowed 


or, the: exempt income is taxed through 
the medium .of reducing the carry-over 
loss. There is no sound reason why two 
corporations earning the same aggregate 
net income over a period of years should 
not pay the same tax merely because one 
earns its income proportionately in. each 
year while the other suffers losses in some 
years.” 


These are extremely interesting proposals, 
and it may be expected that Congress 
will give them serious consideration: Yet 
it may be doubted whether Congress will 
be inclined to make the changes exactly as 
proposed by the committee. The author, 
though agreeing with the committee that 
Section 122 is badly in need of overhauling, 
does not agree entirely with either of the 
proposals made, as quoted above. 


Principle of Carry-backs 


The principle of carry-backs was put 
into the law in 1942, primarily to meet a 
need that arises under wartime conditions: 
to permit businesses to recoup their war- 
time, or reconversion, losses out of their 
wartime income, and thereby to give added 
stimulus to war production. That immedi- 
ate need has passed; and if that were the 
only consideration, carry-backs might well 
be discontinued now. But even under 
normal conditions there may be some re- 
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sults, obtainable only by means of carry- 
backs, sufficiently desirable to justify the 
retention of the principle in special cases 
at least. The Special Tax Study Com- 
mittee is particularly concerned over the 
fact that the present carry-over period is 
not long enough to encourage new busi- 
nesses. That may be true; but if the 
carry-back provisions are discontinued en- 
tirely, the effect will be to discontinue 
any relief at all to a concern which has 
such heavy operating losses that without 
tax relief it is forced out of business. 
Furthermore, while it is true that the new 
corporation has nothing against which to 
carry back a net operating loss in its first 
year, the sole proprietor or the partner is 
allowed, under the present law, to carry 
back business net operating losses against 
the income of some year prior to the 
commencement of business. The carry- 
back principle, therefore, does encourage 
individuals who have had large incomes in 
the past two years to invest in unincor- 
porated business ventures. 


While it is undoubtedly true that the 
carry-back provisions are objectionable on 
administrative grounds and ought to be 
discontinued as a_ generally available 
means of tax relief, Congress should con- 
sider the advisability of permitting some 
carry-backs in special cases. One of these 
cases is that of the concern which is going 
out of business, including one which is 
selling out or being absorbed in some other 
concern. Another is the case of the dece- 
dent and his estate, as to which some 
further comment is made at the end of 
this article. 


Unduly Restrictive Provisions 

The committee’s report as to subsections 
(d) (1), (2) and (4), and as to the effect 
of subsection (c) with regard to inter- 
corporate dividends, states flatly that these 


restrictions are unsound and should be 
removed. from the law. Congress may not 
agree. Apparently the idea behind those 
restrictions is this: that a taxpayer who 
has a business loss should be permitted to 
recoup that loss out of business income, 
or out of any other fully taxable income, 
of other years; but if he has some means 
of recouping that loss out of income which 
either is entirely nontaxable or is taxed at 
specially favorable rates, the tax relief that 
he obtains should be modified accordingly. 
That idea may still appear to Congress 
to be basically a sound one, for it is not a 
matter of attempting indirectly to collect 
a tax on income that is, under the Consti- 


tution, beyond the grasp of the federal 
government, but rather a matter of having 
the federal government pay its fair share 
of the losses of business, but no more. It 
seems to the author that there is some- 
thing to be said for what we shall call this 
“basic idea.” 

That, however, is not to say that the 
present provisions are all right as they 
stand. They may not be as unsound as 


the committee says they are, but they do 
go too far. 


We shall consider them in the order 
stated: 


Subsection (d) (1) treats the federal sub- 
sidy resulting from the allowance of per- 
centage or discovery value depletion in 
excess of cost depletion, as though the 
excess depletion were the exact equivalent 
of wholly tax-exempt income. But the 
corporation that has a dollar of wholly 
tax-exempt income has a whole dollar out 
of which to recoup a business loss, while 
the corporation that has a dollar of excess 
depletion allowance has at most only thirty- 
eight cents (the tax saving in the highest 
bracket). 

Subsection (d) (2), insofar as it may be 
said to be justified by the “basic idea,” is 
open only to the objection that while it 
does permit the deduction of interest in- 
curred on the taxpayer’s obligations con- 
nected with the purchasing or carrying of 
tax-exempt securities, it fails to permit 
deduction of any amortization of premium 
on them. (But perhaps this can be read 
into the law as necessarily implied by the 
language used in subsections (a), (b) and 
(c).) 

Subsection (d) (4) is highly objection- 
able because it discriminates against the 
noncorporate taxpayer who happens to have 
long-term capital gains in ‘a year in which 
a net operating loss has to- be taken up. 
The half of any long-term capital gain 
that is “unrecognized” under Section 117 
(b) is simply not equivalent to tax-exempt 
income: A man may have a million dollars 
of tax-exempt income and not have one 
cent of income to be taxed; but, othe: 
things being equal, if he has one dollar 
that escapes the tax as “unrecognized’ 
capital gain, he has another dollar that is 
taxed in full. Although the committee 
realizes this, it overlooks the fact that it 
is true only to the extent that the rec- 
ognized portion of the capital gain is 
not offset by deductions from gross income. 
There is nothing discriminatory in the 
application of Section 122(d) (4) to Section 
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122(a). Ifa taxpayer has long-term capital 
gains of $10,000 and ordinary deductions 
of $10,000, he has no economic loss, and 
“breaks even,” whether he is a corporation 
or an individual; but repeal of subsection 
(d) (4) would regard the individual as 
having a $5,000 net operating loss in these 
circumstances. That would be discrimi- 
natory indeed. The unfairness of the pre- 
sent provision, though the committee says 
it is an undue restriction on the definition 
of a net operating loss, does not lie at all 
in its application to subsection (a), and 
only partly in its application to subsection 
(b), but chiefly in its application to sub- 
section (c). When a taxpayer other than 
a corporation has paid some tax on an 
income that consists in part of long-term 
capital gains, he should be entitled to re- 
cover net operating losses proportionately, 
as the corporation is now entitled to re- 
cover, and should not be required to lose 
an amount equal to half the capital gain 
before he can get back anything at all. 


Another objectionable feature of sub- 
section (d) (4) is that it has the effect of 
disallowing a deduction on account of a net 
capital loss without restoring the disallowed 
amount to the capital loss carry-over. A 
corporation is not allowed a deduction for 
a net capital loss in any case, but its 
capital loss carry-over is unimpaired by a 
net operating loss deduction. 

Subsection (c) is objectionable in its 
effect on intercorporate dividends. While 
in a sense it may be true that intercorporate 
dividends make up a class of partially 
taxable income, it conforms to the realities 
to say that dividends received by a cor- 
poration have already been taxed once at 
corporation rates and are permitted to be 
received, in the main, free from tax. The 
corporation income tax on intercorporate 
dividends is more nearly analagous to the 
additional two per cent surtax charged for 
the privilege of filing consolidated returns. 
jut even though we accept the premise 
that intercorporate dividends are a form of 
partially taxable income such as to justify 
the application of the “basic idea” of Sec- 
tion 122, we must choke in any attempt to 
swallow the conclusion that a corporation 
must have a net operating loss in another 
year equal to 185 per cent of its dividend 
income before it can get back all of the 
tax paid on only fifteen per cent of it. 
That this is actually what subsection (c) 
requires is so incredible that it seems to 
demand an illustration: 

In 1944, Corporation A had $10,000 in 
intercorporate dividend income and no de- 


Section 122 





ductions. Its net income, computed with- 
out a net operating loss deduction, was 
therefore $10,000, and its normal tax net 
income (also computed without a net oper- 
ating loss deduction) was $1,500, as was its 
surtax net income. If, in 1946, it has a 
net operating loss of $10,000 to be carried’ 
back to 1944, it must, under subsection (c), 
reduce that carry-back by $8,500 to produce 
a net operating loss deduction of $1,500. 
This leaves it with a net income of $8,500, 
but the dividends-received credit must now 
be reduced to eighty-five per cent of $8,500, 
or $7,225, which will still leave a normal 
tax net income of $1,275. In order to get 
back the whole tax on the $1,500 normal 
tax net income, the carry-back would have 
to be $18,500 because anything less would, 


when reduced by $8,500, leave some net 
income. 


A further curious quirk is that if the 
carry-back exceeds the net income by as 
much as one cent, that cent may be carried 
over to the next year, even though most of 
the tax of the first year is still unrecovered. 


Subsection (c) is objectionable, too, in 
its treatment of any partially taxable inter- 
est income of a corporation. Granting 
that the income tax law is somewhat dis- 
criminatory in giving a corporation sub- 
stantially more exemption with respect to 
partially taxable interest than it gives to 
others (twenty-four per cent as compared to 
2.85 per cent), it is, nevertheless, inappro- 
priate to employ Section 122 to correct 
such inequality. Moreover, the corporation 
that has partially taxable income gets a 
worse break under Section 122(c) than the 
corporation that has the same amount of 
wholly tax-exempt income: both, in effect, 
must pay the full income tax on such 
income in order to receive the full benefit 
of the net operating loss; but the cor- 
poration with partially taxable income has 
to pay the surtax a second time. 


Other Incongruities 


The committee’s report by no means 
exhausts the incongruities of Section 122. 
One of the most fascinating is the effect 
of the provisions of subsections (b) and 
(c) when the taxpayer has a deduction for 
contributions subject to the percentage 
limitation. The net operating loss deduc- 
tion is provided by Section 23(s), which 
refers to Section 122, and therefore must 
be taken into account in computing net 
income under Section 21, Furthermore, a 
net operating loss deduction is necessarily 
one of the “trade or business” deductions 
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that. have to be. taken into account in 
computing adjusted gross income under 
Section 22(n). It is obvious, then,. that 
net income “computed” with any of the 
exceptions of subsections (d) (1), (2). or 
(4), must, if there are contributions in 
excess of the limit, be somewhat less than 
net income plus the specified additions. 
And when the net operating loss deduc- 
tion has been computed in an amount 
which has thus been increased by perhaps 
as much as fifteen per cent of the tax- 
exempt income, the contributions deduc- 
tion must be decreased by the same per- 
centage of the net operating loss deduction 
so computed. 


The result when there is a deduction 
for medical expenses is quite as weird and 
twice as wonderful. If, as frequently hap- 
pens, the individual has both medical ex- 
penses and contributions in the year to 
which a net operating loss is to be carried, 
the complications are amazing indeed. 


Credit Against Net Income 


The greatest incongruity of Section 122, 
in this author’s view, is the fact that it 
should result in a deduction. The whole 
fabric of the income tax laws from their 
very beginnings in 1913 has been predicated 
upon a concept of net income as peculiar 
to the taxable year. Certainly Section 122 
requires some exception to, or modification 
of, that concept. But the need is not 
for a new and special sort of deduction; 
the need is to reduce the tax, not to 
reduce the income. 


Even if Congress should not see quite eye 
to eye with the Special Tax Study Com- 
_ mittee on the proposition that the “basic 
idea” behind subsection (d) is unsound, it 
could do away with most of the discrimi- 
natory features and avoid most of the 
incongruities of the present law by changing 
what is now a deduction from gross in- 
come into a credit against net income. 
It could provide that in the event of the 
allowance of a credit on account of a net 
operating loss carry-back or carry-over to 
the taxable year, the amount of any or 
all other credits otherwise allowable, either 
for normal tax or for surtax purposes, are 
to be disallowed in an amount not exceed- 
ing the amount of the net operating loss 
credit. Such a provision would recoup the 
net operating losses of all classes of tax- 
payers out of partially taxable interest 
ahead of fully taxable income, and would 
do so without doubling the surtax. It 
would make -corporations recoup their 
losses out.of intercorporate dividends with- 


out the absurdity of requiring $1.85 of loss 
to offset the tax on fifteen cents of income. 
It: would also treat personal exemptions 
and credits for dependents as somewhat 
equivalent to tax-exempt income. And it 
would leave the deductions for contribu- 
tions and medical expenses undisturbed. 


Such a change, however, would not do 
away with the discriminatory effects of 
subsection (d) (4). And it would not 
cure the present ineffectiveness of Section 
122 for estates and trusts. 


Capital Gains and Losses 


It has already been noted that unrec- 
ognized long-term capital gains of an 
unincorporated concern are the exact equiv- 
alent of tax-exempt income when there 
is no net income, but not otherwise. Con- 
sequently, if, as the committee recommends, 
subsection (d) (4) is repealed, the effect 
will not be to eliminate a discriminatory 
feature of the present law, but rather to 
change it. from one that favors corpora- 
tions over other taxpayers to one that 
favors other taxpayers over corporations. 
The trouble here appears to lie not so 
much in Section 122 as in Section 117. 


Perhaps the best way to correct this, 
would be to amend Section 117 so that 
it would treat all taxpayers alike. Serious 
obstacles stand in the way of such an 
amendment, however. To make Section 
117(b) apply to corporations as well as to 
other taxpayers, and to raise the rate from 
twenty-five per cent to fifty per cent, would 
cure the discrimination of Section 122 by 
making it as unfair to corporations as it 
now is to other taxpayers. To do away 
with Section 117(b) and reduce the rate to 
twenty-five per cent for all taxpayers, would 
cure the discrimination, but greatly in- 
crease the administrative work in connec- 
tion with Section 117. It would produce 
additional revenue, but that revenue would 
be collected entirely from individuals in 
the income brackets below about $40,000 
a year, and mostly from the very lowest 
brackets of all. Without a radical down- 


ward revision of surtax in the lower in- | 


come brackets, this would hardly seem 1 
feasible remedy. Though the trouble lies 
in Section 117, the remedy must be found 
in Section 122. 


Credit Against Tax 


There is a remedy for all of these things. 
That remedy would be to provide in 
Section 122 neither a deduction from gross 
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income nor a credit against net income, 
but a refund or credit against the tax. 
This would be the simplest and probably 
the fairest expedient of all. The amount 
of a net operating loss could be computed, 
just as it is under the present law, with 
any or all of the exceptions, etc., of sub- 
section (d). Subsection (b), with only 
minor changes, could also be retained. But 
subsection (c) would provide for a refund 
of tax paid, or a credit against the tax 
otherwise payable, which should be the 
proportion of the tax otherwise payable 
that the aggregate of the carry-backs and 
carry-overs to the taxable year bears to the 
net income of the taxable year (computed 
with any or all of the exceptions, etc., of 
subsection (d) ). 


About the only difficulties that this 
would lead to, would occur where there is 
some other credit against the tax, either 
for tax paid at the source or for a foreign 
tax. But it should not be too difficult to 
circumvent these difficulties in a way that 
would be both fair and reasonable. 


Estates and Trusts 


Though Section 122 purports to be a 
general relief provision available alike to 
all classes of taxpayers, it fails sadly in the 
case of the individual taxpayer because of 
the discriminatory character of subsection 
(c) (4). It fails almost utterly in the cases 
of estates and trusts, but for reasons to be 
found in the nature of such taxpayers 
rather than in Section 122 itself. 


In the case of the estate of a deceased 
person during the period of administration 
of the estate, we should observe that no 
business is more likely to lose money, and 
certainly none can be regarded as a more 
worthy object of tax relief, than the busi- 
ness of a dead man, which must be con- 
ducted, more often than not, by someone 
who had very little knowledge of it during 
the decedent’s lifetime, But the net oper- 
ating loss so sustained cannot, under the 
present law or under suggestions so far 
made, be carried back to any return of 
the decedent or forward to any return of 
an heir or beneficiary. Section 122 is sterile 
as a relief provision where widows and 
orphans are concerned. 


It is no better if the taxpayer is a trust. 
Except, perhaps, where the trust is one to 
which Section 166 or 167 applies (and even 


Section 122 


this is doubtful), losses of trusts cannot 
be passed on to the person who may be 
taxable on the income. And usually the 
trust itself has no net income, beyond an 
occasional capital gain, against which it 
might apply the loss. About the only case 
in which a trust receives the full potential 
benefit of Section 122 is that in which 
the income is to be accumulated for future 
distribution and the date of distribution 
falls more than two years after the loss 
year. If carry-backs should be done away 
with in favor of a seven-year carry-over, 
the benefit would be further restricted 
even here. 


It seems to the author that two things 
might well be done to remedy this situ- 
ation, The first would be to disregard 
the separate entities of decedent, estate 
and heir or beneficiary, in the case of a 
net operating loss sustained by any of them. 
The second would be to provide that the 
benefit of a net operating loss should be 
apportioned between the estate or trust 
and the person entitled to the income, in 
much the same way as the law now provides 
for an apportionment of the deduction for 
depreciation. 


Conclusion 


The aim of this article has been to call 
attention to the faults and failures of Sec- 
tion 122. The remedies suggested are of- 
fered not because the author sees any 
special merit in them, but rather because 
they serve to show that the particular 
flaws discussed are not incapable of correc- 
tion within the framework of the single 
section. But, in a larger sense, the whole 
of Chapter 1 of the Internal Revenue Code 
is a patchwork; one fears that if much 
effort is expended to mend the patches, it 
is likely to remain a patchwork when 
what is needed may be a new quilt. 

In closing, the author would like to 
recall two significant details from the two 
sections of the report of the Special Tax 
Study Committee first quoted. The first 
of these is the main caption of Section 7: 
“Fluctuating Business Income’; the second 
is the last sentence of Section 31: “There 
is no sound reason why two corporations 
earning the same aggregate net income over 
a period of years should not pay the same 
tax.” One could say amen to that. 


[The End] 


Section 102 and Capital Gains 


DOES THE ADMINISTRATIVE INTERPRETATION DIS- 
REGARD “FORMED OR AVAILED OF”? DOES IT NOT 
ENVISION USE OF THE CORPORATION TO RECEIVE 
INCOME UPON WHICH CORPORATE TAX IS LESS 


THAN INDIVIDUAL TAX? . . . By CARROLL AUSTIN 


aneenas. holding companies can ac- 
cumulate an excess of net long-term 
capital gain over net short-term capital loss 
subject to a tax of twenty-five per cent. 
The excess may include gains from the sale 
of real property. Is a mere holding or in- 
vestment company which is not a personal 


holding company entitled to as favorable 
treatment? 


Such a company may have long-term 
gains from the sale of stock, yet derive 
fifty per cent or more of its gross income 
from rents; or it may have a long-term gain 
from the sale of real property constituting 
more than thirty per cent of its gross in- 
come, or six or more unrelated individuals 
may own over fifty per cent of its stock. 
In any of these cases, the corporation would 
not be a personal holding company; but no 
reason appears why in fairness such a com- 
pany, or for that matter any non-personal 
holding company, should pay a higher tax 
on an excess of net long-term capital gain 
over net short-term capital loss, provided 
its shareholders pay individual taxes on 
their distributive shares of its ordinary net 
income. 


Yet when one seeks specific authority for 
such nondiscriminatory treatment, it cannot 
be found. Personal holding companies 
enjoy the twenty-five per cent rate by the 
express provisions of Sections 117 (c) (1) 
and 102 (a). But over the heads of all 
non-personal holding companies hovers the 
shadow of the surtax imposed by Section 
102. That section is not included among 
those enumerated in Section 117 (c) (1). 
If Section 102 does not apply to the facts 
described here, the answer must be found 
in the meaning of the section as disclosed 
by its language, its administrative interpre- 
tation, its judicial construction and its legis- 
lative history. 


Nature of Statute 


Section 102 levies a surtax upon the net 
income of every corporation (other than 
a personal holding company or a foreign 
personal holding company) “if such cor- 
poration, however created or organized, is 
formed or availed of for the purpose of 
preventing the imposition of the surtax upon 
its shareholders or the shareholders of any 
other corporation, through the medium of 
permitting earnings or profits to accumu- 
late instead of being divided or distributed.” * 


The tax is in the nature of a penalty for 
enabling the shareholders to avoid the in- 
dividual surtax.? Surtax upon what? Is it 
the surtax the shareholders would have to 
pay on the corporation’s income if they 
received that income directly without the 
intervention of the corporation? Or is it the 
surtax they would have to pay on the divi- 
dends which they would receive if the cor- 
poration distributed its earnings and profits? 
There is quite a difference. In the first case, 
the income upon which surtax is avoided 
may be of various kinds. It may be rent, 
or interest, or dividends, or profits of a 
business, or an excess of net short-term 
capital gain over net long-term capital loss. 
It may be any kind of income upon which 
the shareholders would be liable for surtax. 
In the other case, it may be only dividends. 


1 Subsection (b) provides: ‘‘The fact that 
any corporation is a mere holding or invest- 
ment company shall be prima facie evidence of 
a purpose to avoid surtax upon shareholders.”’ 
And subsection (c) further provides: ‘‘The fact 
that the earnings or profits of a corporation 
are permitted to accumulate beyond the rea- 
sonable needs of the business shall be determi- 
native of the purpose to avoid surtax upon 
shareholders unless the corporation by the clear 
Preponderance of the evidence shall prove to 
the contrary.”’ 


2 Mead Corporation v. Commissioner [40-2 
ustc J 9801], 116 F. (2d) 187 (CCA-3, 1940). 
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The author thinks that Section 102 is 
aimed at avoidance of the surtax on the 
income which flows into the corporation 
rather than upon the income which might, 
but does not, flow out of it. If that be the 
intent of the statute, Section 102 should be 
inoperative where the only accumulation 
is an excess of net long-term capital gain 
over net short-term capital loss less the 
alternative tax of twenty-five per cent. In 
those circumstances, the shareholders avoid 
no tax by using the corporation to receive 
and hold the capital gain because the cor- 
poration pays at least as much tax on the 
gain as the shareholders would pay if they 
received the gain directly. Of course, the 
burden of the corporate tax falls upon the 
shareholders. Indeed, if all the shareholders 
paid the alternative tax on the capital gain 
whenever they received it directly, there 
would not be even a technical avoidance 
of the individual surtax because the tax 
which they would pay on the gain under 
Section 117 (c) (2) is not a surtax. 


Paradox 


The Section 102 tax is imposed if the cor-- 


poration is “formed or availed of” for the 
condemned purpose. It would be paradoxi- 
cal to form a corporation for the purpose 
of avoiding a surtax upon its dividends 
through its failure to pay dividends. Such 
a surtax can be escaped simply by not form- 
ing the corporation at all. Then there would 
be no dividends. Nothing is gained by 
taking active measures to prevent receipt 
of nonexistent income. The only reason 
for forming a corporation for the purpose 
of preventing the imposition of the surtax 
upon its shareholders through the medium 
of accumulating income, would be to avoid 
the receipt of income by diverting it into 
the corporation before it reached the share- 
holders. Storing the income there is an 
essential part of the interdicted scheme, but 
getting the income into the corporation to 
take advantage of its lower tax rate is a 


necessary step in the process of accumu- 
lation. 


Likewise, a corporation is “availed of’— 
made use of—taken advantage of—by being 
utilized as a reservoir upstream. The tax 
is not laid merely because the corporation 
fails to pay dividends, although payment of 
dividends will stay the tax gatherer’s hand. 
The tax is levied because by collecting as 
well as by keeping income for the con- 
demned purpose, the corporation makes it 
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possible for the shareholders to avoid surtax 
on the income which goes to the corpora- 
tion instead of to them. 


Administrative Interpretation 


The Regulations give no hint of the ad- 
ministrative view of the question. In the 
Cecil B. de Mille case,* however, the Com- 
missioner argued that the company had 
been formed for purposes of tax avoidance 
because it was organized to take over a 
business the profits of which, when received 
by the corporation, would be subject to a 
lower tax than that levied upon individual 
recipients. This is the tenor of the govern- 
ment’s position in other cases. 


On the other hand, in a recent address 
before the Tax Executives Institute, Edward 
I. McLarney, the Deputy Commissioner, 
saa: “. . the Section 102 surtax is 
directed only at those corporations which 
have a surplus in excess of business needs 
and which deliberately refrain from paying 
this excessive surplus to the stockholders 
in the form of dividends, in order that they 
may avoid the individual surtax that would 
be due in the high surtax brackets of their 
personal income tax returns on such divi- 
dends.” * 


Mr. McLarney, however, was speaking to 
executives of operating companies, to whom 
capital gains ordinarily would not be of 
much concern. Perhaps if he had been 
discussing the problem here, he would not 
have interpreted Section 102 as though it 
read: “, if such corporation omits to 
divide or distribute earnings or profits for 
the purpose of preventing the imposition of 
the surtax upon its shareholders.” This 
construction is grounded on the assumption 
that a corporation has a duty to distribute 
income not reasonably required in the busi- 
ness in order that the government may col- 
lect a tax on the dividends. Neither the 
revenue law’ nor local law imposes any 
such duty. The Deputy Commissioner’s 
interpretation ignores the significant words 
“formed or availed of.” To form a cor- 
poration or avail oneself of a corporation for 
the condemned purpose, contemplates more 
than the passive omission of dividends. It 
envisions the active use of the corporation 
to receive income upon which the corporate 
tax is less than the individual tax. A more 
accurate exposition of the law, it is believed, 


3 (CCH Dec. 8869] 31 BTA 1161 (1935). 

4474 CCH { 6242.14 (September 16, 1947). 

5 Williams Investment Company v. U. 8. [3 
ustc § 1092], 3 F. Supp. 225 (Ct. Cls., 1933). 
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would say that no corporation need fear 
Section 102 if it refrains from using itself as 
a depository of income to lessen the tax 
which would otherwise be payable if that 
income went directly to the shareholders in 
its original form. 


Judicial Construction 


Numerous cases hold that Section 102 is 
designed to prevent loss of revenue from 
the diversion of income into a corporation 
or from doing business in corporate form 
where the motive is to take advantage of 
the lower corporate tax rate. The follow- 
ing quotations are typical: 


“By having the dividend paid to peti- 
tioner instead of himself, Aron availed him- 
self of petitioner for the purpose of escaping 
surtaxes.” * 


“Thus it must have been obvious to Earle 
and his advisers that the result of the 
transfer of this property from Earle to the 
petitioner would be a substantial reduction in 
the taxes on the income from the property.” * 


“ec 


. the tax upon such earnings, except 
for the interposition of the petitioner, to 
which Richards conveyed his assets, would 
have been laid upon Richards in an amount 
exceeding that payable by the petitioner 
corporation.” ° 


“If these amounts had been employed by 
Rands in normal use or investment they 
would have yielded to him substantial 


6 Olin Corporation v. Commissioner [42-2 ustc 
1 9489], 128 F. (2d) 185 (CCA-7, 1942); Beim 
Company v. Landy [40-2 ustc { 9630], 113 F. 
(2d) 897 (CCA-8, 1940); Almours Securities, Inc. 
v, Commissioner [37-2 ustc { 9419], 91 F. (2d) 
427 (CCA-5, 1937], cert. den. 302 U. S. 765; 
Williams Investment Company v. U. S8., supra, 
footnote 5; Stanton Corporation [CCH Dec. 
11,745], 44 BTA 56 (1941), aff’d per curiam [43-2 
ustc { 9625] 138 F. (2d) 512; R. L. Blaffer & 
Company (CCH Dec. 10,028], 37 BTA 851 (1938), 
aff'd [39-1 ustc { 9486] 103 F. (2d) 487, cert. 
den. 308 U. S. 576; Reynard Corporation [CCH 
Dec. 9984], 37 BTA 552 (1938), appeal dismissed ; 
Nipoch Corporation [CCH Dec. 9779], 36 BTA 
662 (1937), appeal dismissed; Rands, Inc. [CCH 
Dec. 9491], 34 BTA 1094 (1936), appeal dis- 
missed; R. & L., Inc. [CCH Dec. 9190], 33 BTA 
857 (1935), aff'd [36-2 ustc { 9383] 84 F. (2d) 
721, cert. den. 299 U. S. 588; A. D. Saenger, Inc. 
[CCH Dec. 9086], 33 BTA 135 (1935), aff’d [36-2 
ustc J 9355] 84 F. (2d) 23, cert. den. 299 U. S. 
577: Keck Investment Company [CCH Dec. 
8255], 29 BTA 143 (1933), aff’d [35-1 ustc | 9370] 
77 F. (2d) 244, cert. den. 296 U. S. 633; United 
Business Corporation of America [CCH Dec. 
6020], 19 BTA 8@9 (1930), aff’d [3 ustc { 1039] 
62 F. (2d) 754, cert. den. 290 U. S. 635. 

7 Stanton Corporation, supra, footnote 6. 

8 Nipoch Corporation, ibid. 

°R. & L., Inc., ibid. 
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amounts of income taxable to him. By 
lending these amounts to his controlled cor- 
poration without interest such income in- 
ured to the corporation and was taxable at 
the fixed corporation rate.” 


Avoidance per se is not punished. There 
must also be the purpose to prevent the im- 
position of the surtax.” And more than that, 
the medium employed must be the accumu- 
lation of earnings or profits.” The anti- 
thethis of accumulation is distribution. If 
it can be shown that distribution would not 
have increased the shareholders’ surtaxes 
materially, it can be established that ac- 
cumulation did not accomplish the evil pur- 
pose. This argument has prevailed in a 
number of cases.” But it is not the same 
as saying that the surtax the avoidance of 
which is disapproved is the surtax which 
would be payable if earnings and profits 
were distributed; nor is it an exclusive 
method of showing that no surtax was 
avoided by accumulation. Lack of avoid- 
ance can be shown as well by proof that 
the accumulated gain would have been sub- 
ject to no more tax if it had been realized 
directly by the individual shareholders in- 
stead of by the corporation.* That there 
would be further taxes if the gain had been 
distributed, is immaterial. If there is no 
purpose to avoid the surtax on income re- 
ceived by the corporation, it does not matter 
that surtax on distributions is incidentally 
escaped by accumulation. This may occur 
wherever accumulation is not tainted by the 
evil purpose, as when the accumulation 
serves a reasonable business need. 


Chicago Stock Yards Case 


Unfortunately the two cases which have 
been decided by the Supreme Court do not’ 
furnish a clear guide to the solution of the 
question here. In the Chicago Stock Yards 


” Rands, Inc., ibid. 

1 Regulations 111, Section 29.102-2: Cecil B. 
deMille, supra, footnote 3; aff'd [87-1 ustc 
| 9249] 90 F. (2d) 12, cert. den. 302 U. S. 713. 

2 W. 8. Farish € Company [CCH Dec. 10,096], 
38 BTA 150 (1938), NA. 1938-2 CB 43; aff’d [39-2 
ustc { 9598] 104 F. (2d) 833. 

18 Mead Corporation v. Commissioner, supra, 
footnote 2; R. CO. Reynolds, Inc. [CCH Dec. 
11,797], 44 BTA 356 (1941), A. 1941-2 CB 10; 
Seaboard Security Company [CCH Dec. 10,429], 
38 BTA 560 (1938), A. 1939-1 CB 31; Charleston 
Lumber Company v. U. 8. [37-2 ustc { 9435], 
20 F. Supp. 83, appeal dismissed 93 F. (2d) 
1018; Irvington Investments Company [CCH 
Dec. 9043], 32 BTA 1165 (1935), NA. XIV-2 CB 
34; United Business Corporation of America, 
supra, footnote 6. 

4U. S. v. R. C. Tway. Coal Sales Company 
[35-1 ustc f 9123], 75 F. (2d) 336 (CCA-6, 1935). 
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case,” Mr. Justice Roberts said of Section 
104 of the Revenue Acts of 1928 and 1932: 
“As the theory of the revenue acts has been 
to tax corporate profits to the corporation, 
and their receipt only when distributed to 
the stockholders, the purpose of the legis- 
lation is to compel the company to dis- 
tribute any profits not needed for the 
conduct of its business so that, when so dis- 
tributed, individual stockholders will become 
liable not only for normal but for surtax 
on the dividends received.” In mentioning 
the normal tax, the Supreme Court must 
have had in mind the corporation tax which 
would be payable on the income as it passed 
through the corporation because dividends, 
with minor exceptions, were not subject to 
the individual normal tax in the years in- 
volved. 


This construction appears to disregard 
purpose as a test of taxability. It says in 
effect that a corporation is taxable if it 
disobeys a statutory command to distribute 
profits not needed in the busines. Yet later 
in his opinion, Mr. Justice Roberts said: 
“By the use of the taxpayer’s corporate 
personality Mr. Prince could plow the earn- 


ings of the enterprise into a capital invest-. 


ment which would convert, by 1940, an 
original capital venture of $1,000,000 into 
free assets of a value in excess of $60,000,000. 
And this without the payment of taxes or 
surtaxes on the bulk of the earnings. 
Although Mr. Prince denied any purpose 
to avoid surtaxes, the Board, as in the Na- 
tional Grocery case, was free to conclude, 
upon all the evidence, that such was the 
purpose.” There the Court recognized that 
a purpose to avoid taxes is the sine qua 
non of taxability, and that avoidance of 
taxes on the earnings of the enterprise is evi- 
dence of the evil purpose. 


National Grocery Case 


The Natronal Grocery case," too, has its 
inconsistent expressions. Mr. Justice Brandeis 
first pointed out that if the business had 
been conducted in an individual or part- 
nership capacity, all the year’s profits would 
have been subject to individual taxes, and 
that by conducting the business as a cor- 
poration, Kohl, the sole stockholder, could 
not prevent Congress from laying an in- 
dividual tax on him, as in effect Congress 
did lay such a tax by imposing the Section 
104 tax on the corporation. But further on, 


* Helvering v. Chicago Stock Yards Company 
[43-1 ustc 9379], 318 U. S. 693 (1943). 

18 Helvering v. National Grocery Company 
[38-2 ustc ] 9312], 304 U. S. 282 (1938). 
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the opinion declares that the surtaxes which 
Kohl escaped were those which he would 


have had to pay if dividends had not been 
omitted. 


Legislative History 


From its earliest experience with the 
income tax, Congress has been aware of 
the possibilities for tax avoidance inherent 
in the diversion of income into a corporate 
lake. During the Civil War period, when 
the net income tax was applicable to in- 
dividuals only, avoidance was prevented by 
looking through the corporation. The 
shareholders were taxed on the corporate 
income whether or not it was distributed, 
as partners are taxed on partnership income 
today.” There was no such provision in 
the Act of 1894, however, because corpora- 
tions and individuals were taxed alike at 
two per cent. 


The 1913 Act was the first to tackle the 
problem from the standpoint of purpose to 
avoid the surtax. If the purpose existed, 
the shareholders were required to include 
in their incomes subject to the additional 
tax the share of the corporate gains and 
profits to which they would be entitled if 
such gains or profits were distributed.* The 
1916 Act was similar.” The 1918 Act re- 
lieved an offending corporation of income 
taxes, but not of war profits or excess 
profits taxes, and required the shareholders 
to report the corporation’s income, less 
those taxes, as though they were partners.” 


After Eisner v. Macomber™ Congress 
doubted the constitutionality of requiring 
shareholders to pay a tax on undistributed 
corporate income,” although the doubt 
seems to have been unfounded™ Congress 
had previously had such doubts plus a real- 
ization of the hardship placed upon a 
minority stockholder in requiring him to 
pay a tax upon income which he had not 
received and could not force the corpora- 
tion to pay out.* Accordingly, the 1921 
Act commenced the practice of laying an 
additional tax on the net income of the 
corporation if it was formed or availed of 
for the condemned purpose; but the cor- 


171864 Act, Section 117: 1870 Act, Section 7. 

18 1913 Act, Section II (A) (2). 

19 1916 Act, Section 3. 

20 1918 Act, Section 220. 

21 [1 ustc { 32] 252 U. S. 189 (1920). 

22 Report of the Ways and Means Committee, 
67th Congress, 1st Session, H. Report 350. 

23 Helvering v. National Grocery Company, 
supra, footnote 16. 

24 Discussion in Senate, Congressional Record, 
Vol. 55, p. 5966-67. 
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poration was relieved of all income, war 
profits and excess profits taxes if the share- 
holders, with the consent of the Commis- 
sioner, reported their distributive shares as 
though they were partners.” In that act, 
capital gains of individuals were given 
preferential treatment for the first time.” 
Corporations, generally, were not similarly 
treated; but if the shareholders were taxed 
under Section 220, the capital gains of the 
corporation enjoyed the preferential rate 
when reported by the shareholders. 


The 1924 Act did not permit the share- 
holders to report their shares of the undis- 
tributed income,” but the 1926 Act restored 
that provision in the form of an election 
to report their shares at the time of filing 
their returns.* This election has continued 
in the law until the present time, and ap- 
pears in its present form as a consent divi- 
dends credit in the make-up of the basic 
surtax credit.” 


Prior to 1924, when a corporation was 
formed or availed of for surtax avoidance, 
the government sought nothing more than 
to be made whole. Requiring or permitting 
shareholders to report the corporate income 
as their own in the form received by the 
corporation achieved that objective. When 
the shareholders’ election was restored in 
1926, the law required that any amount of 
undistributed corporation income included 
in an individual’s gross income should be 
treated as a dividend received. There is no 
evidence, however, that Congress adopted 
a different position by viewing avoidance 
from the standpoint of dividends unpaid 
rather than from the old standpoint of the 
income received and held, i. e., accumulated, 
by the corporation. Probably Congress 
realized the difficulties in allocating the sev- 
eral kinds of corporate income to each 
shareholder and getting that information 
to the shareholders before the time for filing 
their returns. Moreover, dividends gen- 
erally were then exempt from the individual 
normal tax, so the effect of the shareholders’ 
election was to subject the income only to 
a normal tax payable by the corporation 
and to a surtax payable by the shareholders. 


As the law became more complex, the 
penalty for avoidance necessarily became 
disproportionate to the tax avoided; but the 
tax continued to serve, together with the 
other income taxes paid by the corporation, 


25 1921 Act, Section 220. 

% Blakey, The Federal Income Tax, p. 586. 

27 Seidman’s Legislative History of Federal In- 
come Tax Laws, 1938-1861, p. 606. 

28 1926 Act, Section 220 (e). 

2° Code Sections 102 (d) (2), 27 (b) (1), 28. 
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as a rough substitute for the individual 
taxes which would be payable if the share- 
holders conducted their business in unin- 
corporated form.” That the objective of 
Section 102 and its forerunners has not 
changed through the years is shown by the 
stability of its fundamental language. The 
1913 Act read: -““For the purpose of this 
additional tax the taxable income of any _ 
individual shall embrace the share to which 
he would be entitled of the gains and profits, 
if divided or distributed, whether divided 
or distributed or not, of all corporations, 
joint-stock companies, or associations how- 
ever created or organized, formed or fraud- 
ulently availed of for the purpose of 
preventing the imposition of such tax through 
the medium of permitting such gains and 
profits to accumulate instead of being 
divided or distributed.” ™ 


Subjective Test 


It might be argued that if Congress had 
intended to make the alternative tax in lieu 
of all other corporation income taxes, in- 
cluding the surtax imposed by Section 102, 
it would have said so by including Section 
102 among the sections enumerated in Sec- 
tion 117 (c) (1). But that would be ad- 
vocating a different proposition. 


The theory contended for here is that 
if a corporation distributes all its ordinary 
net income less the tax thereon, it should 
not be subject to Section 102 for accumulat- 
ing an excess of net long-term capital gain 
over net short-term capital loss less the tax 
thereon. It is not urged that an accumula- 
tion of an excess of net long-term capital 
gain over net short-term capital loss should 
be exempt from Section 102 in all cases. It 
is another matter if the corporation also 
accumulates ordinary income. 


Suppose that ordinary income is ac- 
cumulated for the proscribed purpose. The 
penalty properly applies. And it would not 
be unreasonable, if Congress felt the neces- 
sity, to include in the undistributed Section 
102 net income upon which the penalty tax 
is computed, the accumulated excess of net 
long-term capital gain over net short-term 
capital loss as well as all the accumulated 
ordinary income. It would merely make the 
penalty for accumulating the ordinary in- 
come that much more severe. Perhaps this 
was what Congress intended when it 
omitted to insert a reference to Section 102 
in Section 117 (c) (1). 


% Helvering v. National Grocery Company, 
swpra, footnote 16. 
311913 Act, Section II (A) (2). 
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Section 500 


Section 500 presents a different situation. 
The rates of the personal holding company 
surtax are so high (seventy-five per cent 
and eighty-five per cent against twenty-seven 
and one-half per cent and thirty-eight and 
one-half per cent for Section 102) that they 
practically confiscate any accumulated ordi- 
nary income. Augmentation of the tax 
base by capital gains is not necessary to 
make the penalty more in keeping with the 
amount of tax which would be payable in 
the higher individual surtax brackets. The 
lower rates of Section 102, however, need to 
be reinforced by a broader base to make 
that penalty effectual. 


When it is remembered that Section 500 
is an outgrowth of Section 102 and that it 
deals with the more wicked incorporated 
pocketbooks, the fact that the government 
collects no more than twenty-five per cent 
on the long-term capital gains of a personal 
holding company indicates that its basic 
intent is to give every taxpayer the benefit 
of the maximum rate of twenty-five per 
cent. It departs from that basic purpose 
only when it penalizes a non-personal hold- 


ing company for accumulating ordinary’ 


income. 


The personal holding company surtax 
operates objectively upon prescribed facts, 
so exemption of long-term capital gain from 
that tax could be made only by express 
declaration to that effect in Section 117. 
But immunity from the Section 102 tax is 
found subjectively when an inquiry into the 
intent of the accumulation discloses no pur- 
pose to prevent the imposition of the surtax 
upon shareholders, because the corporation 
has paid at least as much tax on the gain 
as the shareholders would have paid had 
they received the gain directly. 


Presumptions 


The presumptions found in subsections 
(b) and (c) are rebuttable.” They do no 
more than make the taxpayer show its 
hand.* And when evidence of a lack of 
purpose is introduced, the presumptions 
cease to have any weight.* The taxpayer 
should be able to prove conclusively that 
the forbidden purpose is absent by sub- 
mitting evidence that the shareholders have 
saved no tax through availing themselves 


* Regulations 111, Section 29.102-2. See foot- 
note 1. 

33 United Business Corporation of America v. 
Comimssioner, supra, footnote 6. 

% Hemphill Schools, Inc. v. Commissioner 
[43-2 uste © 9585], 137 F. (2d) 961 (CCA-9, 1943). 
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of the corporation to receive and hold the 
capital gain instead of receiving it directly 
as individuals. In these circumstances, the 
penal nature of the exaction alone should 
compel a decision for the taxpayer.” 


Congressional Policy 


The policy of Congress is to encourage 
taxpayers to realize capital gains so that 
a greater turnover of capital assets will 
beget larger government revenue from 
income and stamp taxes. A farsighted Con- 
gress also believes that the movement of 
capital into new and productive enterprises 
should not be hindered by high tax rates 
on capital gains. The policy finds applica- 
tion in a maximum rate of twenty-five per 
cent on long-term capital gains and a short 
holding period of six months.* 

The maximum twenty-five per cent rate 
applies to the long-term capital gains of 
individuals, partnerships, estates, trusts, 
common trust funds, banks, insurance com- 
panies, regulated investment companies, per- 
sonal holding companies, and all other 
corporations generally, except corporations 
subject to Section 102. Long-term capital 
gains were not subject to the declared- 
value excess profits tax after 1943 or to the 
wartime excess profits tax imposed by sub- 
chapter E of Chapter 2. 

The directors of a closely held invest- 
ment company are motivated in the same 
way as individual investors. Tax laws 
designed to encourage individuals to realize 
capital gains will encourage them in the 
same degree and, because of the nature of 
the corporate property and business, will 
bear the same fruit for the government. 
It would be a singular departure from an 
otherwise consistent policy if Congress 
means to lay a heavier tax on the long-term 
gains of such companies where they happen 
to be non-personal holding companies. But 
that would be the result if those companies 
must distribute their excess of net long- 
term capital gain over net short-term capital 
loss, or pay the tax of twenty-seven and 
one-half per cent and thirty-eight and one- 
half per cent imposed by Section 102 on 
seventy-five per cent of such excess. Mani- 
festly, a tax of forty-five and five-eighths 
per cent to fifty-three and seven-eighths 
per cent is much more of a deterrent to 
realizing a capital gain that is a tax of 
twenty-five per cent. [The End] 
~ % United Business Corporation of America v. 
Commissioner, supra, footnote 6. 

%*H. Report 2333, Committee on Ways and 
Means, 77th Congress, ist Session, 1942-2 CB 


396-399; S. Report 1631, Committee on Finance, 
Tith Congress, 2d Session, 1942-2 CB 544-545. 


307 





Voluntary Disclosure 


of the Decedent’s Fraud 
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HE BLACK MARKET, excess profits 

taxes and salary stabilization limita- 
tions of the past few years resulted in 
widespread income tax evasion by many 
individuals who have recently died. The 
personal representatives in many cases have 
commenced the administration of estates 
of such individuals without any knowledge 
of the foundation of these estates; and 
during the course of the proceedings, facts 
have been ascertained which, upon in- 
vestigation, revealed that the government 
had been defrauded, often on a large scale. 


When the foregoing situation develops, 
the following questions must be answered 
by tax counsel: 


1. Should the personal representative 
disclose the facts to the government? 


2. Can the government invoke the fraud 
penalty against an estate? 


3. Should the penalty be invoked? 


Should Disclosure Be Made? 


The disclosure must be made for the 
following reasons: 


1. Failure of the personal representative 
to disclose, having knowledge of the facts, 
would place him in the position of con- 
cealing the fraud. 


2. He could well be charged with being 
an accessory after the fact, and thereby 
would subject himself to the criminal 
penalties of Section 145 of the Code 
[483 CCH { 1085]. 


3. If he is an individual permitted to 
practice before the Treasury Department, 
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he might well be charged with “disreputable 
conduct” under Section 10.10 of Depart- 
ment Circular 230 [484 CCH J 4336], 
thereby subjecting himself to possible 
disbarment. 


4. If he should distribute the funds of 
the estate and the facts later came to light, 
he would be personally liable for the taxes 
under Section 3467, Revised Statutes, as 
amended by Section 518, Revenue Act of 


1934 [483 CCH { 1142]. 


Can Penalty Be Invoked? 


In order to determine whether or not 
the fifty per cent fraud penalty can be 
invoked, it is necessary to consider the 
historical background of the problem. 


The earliest ruling upon this subject is 
probably L.O. 1091, I-1 CB 422, wherein 
it was held that the five per cent penalty 
imposed for failure to pay the transporta- 
tion tax (under the Act of 1918) when 
due, being a personal punishment, does 
not survive the taxpayer’s death and 
therefore cannot be collected from his 
estate. 


In G.C.M. 9162, X-1 CB 263, it was held 
that neither the estate of a decedent nor 
the legatees under his will are liable for 
the delinquency penalty on account of the 
decedent’s failure to file a return. This 
ruling was based upon L.O. 1091, that 
the penalty abated on the death of the tax- 
payer and therefore his estate was not 
liable. 


The government again had occasion to 
examine the problem in G.C.M. 15736, 
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XIV-2 CB 325, in connection with a trans- 
feree of a decedent; and again it was ruled 
that the taxpayer having died, the trans- 
feree was not liable for the delinquency 
penalty where the decedent had failed to 
file a return. 


On March 7, 1938, the Supreme Court 
of the United States, in the case of 
Helvering v. Mitchell [38-1 ustc J 9152], 303 
U. S. 391, 1938-1 CB 317, in discussing 
the fraud penalty, said: 


“The remedial character of sanctions im- 
posing additions to a tax has been made 
clear by this Court in passing upon a similar 
legislation. They are provided primarily 
as a safeguard for the protection of the 
revenue and to reimburse the Government 
for the heavy expense of investigation and 
the loss resulting from the taxpayer’s 
fraud.” 


Apparently, in the only cases decided 
prior to the date of the Mitchell decision, 
the Commissioner conceded that the fraud 
penalties could not be invoked against 
a decedent’s estate for the deceased tax- 
payer’s fraud. 


In National City Bank of New York, Ex- - 


ecutor of Estate of Robert Jill, Deceased 
{CCH Dec. 6611], 21 BTA 1080, Judge 
Trammell stated: 


“It is contended by the petitioner that 
the fraud penalty cannot be asserted 
against the decedent’s estate and for that 
reason the evidence of fraud could not be 
introduced or accepted in this proceeding. 
We think it is immaterial that the fraud 
penalty could not be asserted or collected.” 


In National City Bank of New York, Ex- 
ecutor of Estate of James E. O'Neil, De- 
ceased [CCH Dec. 9642], 35 BTA 975, the 
3oard of Tax Appeals stated: 


“The decedent having died prior to the 
determination of the deficiencies fraud 
penalties are not involved.” 


Thereafter, in a very lengthy ruling, 
G.C.M, 22326, 1940-2 CB 159, the govern- 
ment, relying upon the above-quoted por- 
tion of the opinion in the Mitchell case, 
ruled: 


“The 50 per centum addition to tax for 
fraud imposed by section 293 (b) of the 
Revenue Acts of 1936 and 1938 does not 
abate upon the death of the taxpayer but 
is collectible from his estate and should 
he asserted in the notice of deficiency. .. . 
In view of the decision of the Supreme 
Court that section 293 (b) is remedial and 
provides compensation and indemnity, it 


Voluntary Disclosure 





seems obvious that the cause of action 
for this penalty does not abate upon the 
death of taxpayer as a cause of action 
for a personal punishment.” 


The Wetter Case 


This theory apparently was not pressed 
in the Wetter case [CCH Dec. 11,304-D], 
BTA memo. op. (1940), wherein Judge 
Murdock said: 


“The Commissioner concedes that the 
death of Wetter makes section 293 (b) 
inapplicable.” 


Nothing further appears in the law until 
August 24, 1945, when, in a Special Ruling 
[454 CCH [6300], the Commissioner an- 
nounced that G.C.M. 22326 was still in 
effect and had not been revoked or modified, 
but that “It is not the policy of this 
office . to issue a general ruling show- 
ing the facts and circumstances under 
which the Bureau may consider it inadvis- 
able or impract'cable from an administra- 
tive standpoint to attempt to establish 
liability for additions to tax after the 
taxpayer has died.” 


Does Confusion Still Exist? 


This ruling was issued because tax 
experts had become convinced that the 
Bureau had overruled the G.C.M., or at 
least was enforcing collection of additions 
to the tax only in cases where they had 
heen asserted and assessed prior to the 
taxpayer’s death. The confusion appar- 
ently still exists, for one of the tax 
services (not CCH) quotes the G.C.M, and 
then adds the following in reliance upon 
the Special Ruling of August 24, 1945: 
“The scope of G.C.M. 22326 was limited 
to the penalties assessed as additions to 
the tax before the death of a taxpayer.” 
This statement, of course, is not warranted 
by the Special Ruling. 


After a lapse of two years, J. P. Wenchel, 
former Chief Counsel of the Bureau, in 
a radio address reported in TAxres—The 
Tax Magazine, June, 1947, page 485, reiterated 


the government’s position: 


“That the character of the civil fraud pen- 
alty is a remedial device rather than a punish- 
ment is illustrated further by the fact that 
the liability for the penalty survives the 
death of the taxpayer and may be assessed 
against and collected from his estate.” 


309 





Mr. Wenchel cited in support of this state- 
ment the following: “G.C.M. 22326, 1940-2 
CB 159; Mim. Coll. 6123 (March 11, 1947).” 


Since Mim. Coll, 6123 was unpublished, 
tax experts had no knowledge of it; but 
Mr. Wenchel’s statement having publicized 
it, it became available to counsel involved 
in that type of case. Apparently the 
government has now concluded that if 
the fraud penalty would have been invoked 
against the decedent had he survived, it 
will be enforced against his estate. 


It is now evident that the Bureau will 
enforce the fifty per cent fruad penalty 
against a decedent’s estate if the taxpayer 
was guilty of fraud before his death. 
Whether or not enforcement will be suc- 
cessful if the matter is litigated, is ques- 
tionable. To date, no case has directly 
ruled upon this subject. However, in the 
Manasse Karger case [CCH Dec. 10,104], 
38 BTA 209 (appeal dismissed, May 15, 
1939, CCA-5), decided after the Mitchell 
case, as was the letter case, supra, the 
penalty was not asserted against the de- 
ceased taxpayer even though in the criminal 
proceedings prior to his death a plea of 
guilty had been entered. The Commissioner 
has acquiesed in this decision. 


Should Penalty Be Invoked? 


The problem of disclosure ordinarily will 
arise under the following circumstances: 


1. In the event of a routine letter for 
audit of the decedent’s estate tax return 
requesting production of bank records, etc. 


2. In the event of the same routine letter 
for the decedent’s unaudited income tax 
returns, containing the same request. 


the 
de- 


3. During the course of gathering 
data as to the assets composing the 
cedent’s estate. 


In any of the above situations the facts 
may develop unreported income. The de- 
cedent’s personal representative promptly 
advises the family of the decedent. The 
first question always will be: “May we sit 
tight and wait for the Treasury Depart- 
ment to discover the facts?” This question 
already has been answered: there must 
be a prompt disclosure. The second ques- 
tion will be: “What about the penalties— 
will they have to be paid if we disclose?” 
Necessarily, the answer to this question 
is as outlined above: the government will 
press for the collection of the fifty per cent 
fraud penalty, and everything possible will 
be done to convince the authorities that 
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because of the voluntary disclosure the 
taxpayer’s estate should not be assessed. 


Of course, the fact that the disclosure 
may be voluntary has nothing whatever 
to do with the imposition of civil penalties. 
(Wenchel, op. cit., pages 485, 488.) The 
voluntary disclosure may keep the tax- 
payer out of jail, but the Treasury may 
insist upon the maximum civil penalties. 


Policy of Treasury Department 


In this same address, Mr. Wenchel stated 
that the policy of the Treasury Department 
is to encourage voluntary disclosures, and 
defined a voluntary disclosure as occuring 
“when a taxpayer, of his own free will 
and accord, and before any investigation 
is initiated, discloses fraud upon _ the 
government.” He further stated that the 
“initiation of an investigation” occurs when 
“a special agent, an internal revenue agent, 
a deputy collector, or other Bureau officer, 
is assigned a return for examination, or 
where an investigating officer has requested 
advice of appropriate officers of the Bureau 
with respect to the filing of a return or 
the payment of taxes.” 


It would appear, therefore, that a vol- 
untary disclosure involving a decedent’s 
return can be made only immediately after 
death and prior to the assignment for 
audit of any of the decedent’s returns filed 
either in his lifetime or by a representative 
on behalf of his estate, a situation hardly 
likely ever to occur. 


In view of the fact that the deceased 
taxpayer cannot be sent to jail and the 
present policy of the Treasury is to assert 
the fraud penalties after death, it is im- 
possible to understand Mr. Wenchel’s state- 
ment: “The Department has always en- 
couraged voluntary disclosures.” Appar- 
ently the only benefits of a voluntary 
disclosure are honesty with the govern- 
ment, protection of the personal representa- 
tive and a saving of interest on a deficiency 
assessment if the fraud is discovered. 


If the government is really interested 
in encouraging disclosures of decedents’ 
fraud, a new ruling should be made where- 
under the fraud penalty would be asserted 
against a decedent’s estate only when the 
investigation was initiated prior to the 
death of the taxpayer. In that manner, 
there will be no benefit from the taxpayer’s 
suicide, honesty toward the government 
will be rewarded, and voluntary disclosures 
really will be encouraged. [The End] 


April, 1948 e TAXES—The Tax Magazine 










ae a 


i 
1 
‘ 


n- 












The Income of Married Couples 


Is the Knutson Bill Justice? 


By GEORGE F. JAMES . . . LAST MONTH MR. FOLEY QUESTIONED 


THE EFFICACY OF THIS COMMUNITY PROPERTY INFUSION IN FED- 


ERAL TAXATION. 





RECENT ARTICLE in Taxes — The 
'\ Tax Magazine’ presents the argument 
that the pending Revenue Bill of 1948, 
while eliminating discrimination between 
comparable married couples in community 
property and non-community property states, 
“compounds” the injustice of discrimination 
between married couples (under the Knut- 


son Bill, in all states), on the one hand, ° 


and (a) other heads of families in all states, 
(b) low surtax bracket taxpayers in all states, 
whether or not married, and (c) other sin- 
gle persons. Before accepting the conclu- 
sion that the Knutson Bill “compounds the 
injustice of other discriminations,” it is well 
to consider what we mean by justice in this 
connection. Long ago, justice was said to 
be found in the similar treatment of similar 
cases, and in a treatment of dissimilar cases 
which gives proper recognition to their dis- 
similarity. Application of this principle to 
the three instances of alleged unjust dis- 
crimination should clarify the question. 


The injustice of the present federal in- 
come tax treatment of income of married 
couples as between community and non- 
community property states should be rea- 
sonably clear. Whatever the proper criteria 
for distribution of the burden of financial 
support of government, it is difficult to see 
any reason for levies against married cou- 
ples in thirty-five of the states substantially 
heavier than those against otherwise simi- 
larly situated couples in the fortunate thir- 
teen states. The argument of immemorial 
usage, which may have some romantic value 
as applied to Texas or Louisiana, is quite 





1 Foley, ‘‘Federal Corrective for Community 
Property Inequity,’’ March, 1948, p. 236. 

7H. R. 4790, 80th Congress, 1st Session; here- 
inafter referred to as the ‘‘Knutson Bill.’’ 

3 Aristotle’s Politics. 
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THIS ARTICLE URGES THE PROPOSED CHANGE 





inappropriate as applied, for example, to 
Michigan, The Knutson Bill would relieve 
the community property states of any pres- 
ent disadvantage as regards estate taxes. 
There seems no good reason for failure to 
equalize income tax burdens applicable to 
married couples among the various states.‘ 

Let us put to one side, temporarily, heads 
of families, other than married couples, and 
consider the argument that the “split in- 
come” proposal of the Knutson Bill dis- 
criminates against all taxpayers with net 
incomes not in excess of $5,000. The Knut- 
son proposal does not discriminate against 
the lower bracket taxpayer in the most ob- 
vious sense, since he also would enjoy the 
right of computing his tax on a divided 
income. It merely happens that at the 
present tax rate and exemption levels, this 
lower bracket taxpayer receives no financial 
advantage from division of income between 
himself and his wife. It may seem, there- 
fore, that the equality of treatment here is 
like that equality of treatment which denies 
both to the rich and to the poor the right 
of sleeping on park benches. 

In fact, there is a little more to it than 
that. It is contended that the split income 
proposal, being beneficial only to relatively 
higher income groups, violates the principle 
of “ability to pay,” which is said to be the 
underlying criterion of fairness in income 
tax legislation. But few in America today 
would advocate the unrestricted application 
of this principle, carried to its logical ex- 
treme. Such an extreme application would 
so adjust the income tax rates that no one 
in the United States could have a larger 
(Continued on page 366) 





*#It would appear from the article cited at 
footnote 1 that up to this point, Mr. Foley 
would be in agreement. 
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Intangible Drilling and Development 
Costs of Oil and Gas Wells 


ALL CONTRACTS CONNECTED WITH LEASEHOLDS OR MADE 
DIRECTLY WITH THE DRILLING CONTRACTOR SHOULD BE 
SCRUTINIZED FOR THEIR PITFALLS - . - By JOHN T. MURRAY 


MONG the major federal income tax 

questions that arise in any carefully 
considered tax-saving program are the utili- 
zation of net operating loss carry-overs and 
carry-backs to the fullest possible extent 
and the shifting of income between years 
and taxable entities to avail the taxpayer 
of the most favorable rates. The Bureau 
of Internal Revenue, long aware of these 
problems, has set up certain barriers, by 
administrative regulations and by procur- 
ing legislative enactments, to offset the 
avoidance methods developed by tax prac- 
titioners during the years since the first 
federal income tax statute was enacted. 
Interspersed throughout the Internal Reve- 
nue Code are the so-called “silent police- 
men” sections, designed to curb the ingenuity 
of taxpayers in defeating the intent of the 
government to tax a defined concept of 
income measured in regular intervals of 
time. 


One of these monitor provisions is Sec- 
tion 45, which allows the Commissioner of 
Internal Revenue to disregard controlled 
entities, corporate or otherwise, and to 
assess a tax based on the true income of 
the controlling taxpayer and each of the 
entities so controlled, without considera- 
tion of the distorted earnings assigned to 
each member of the related group for 
purposes of tax avoidance. Another is 
Section 129, which forbids a commerce in 
net operating loss carry-overs and carry- 
backs, invested capital credits and other 
similar items of merchandiseable value in 
the federal tax markets. While this latter 
provision might be construed to be in 


restraint of trade and, therefore, violative of 
the Sherman Act, since the point has not 
yet been litigated (and undoubtedly never 
will be), the section remains as a barrier to 
one species of tax avoidance. Other bar- 
riers to tax avoidance are the personal 
holding company and foreign personal hold- 
ing company surtaxes, which effectively 
forestall establishment of “incorporated 
pocketbooks” and deny to gifted taxpayers 
the right of conducting their affairs through 
corporate alter egos, All of the foregoing 
provisions, and numerous others, are de- 
signed to keep the taxpayer on the narrow 
path prescribed by the Internal Revenue 
Code for reporting taxable income. 


Tax-Saving Provisions 


Two sections of the Code and Treasury 
Regulations, however, allow deduction of 
what is obviously a capital expenditure as 
ordinary business expense during the year 
in which it is incurred and permit the 
taxpayer to claim an allowance for deple- 
tion in excess of the capital cost of the 
depletable asset. Section 29.23 (m)-16 (b) 
of Regulations 111 provides that intangible 
drilling and development costs of oil or gas 
wells may be deducted from ordinary in- 
come during the year in which such costs 
are incurred. Section 114 (b) (3) of the 
Internal Revenue Code allows depletion as 
a deduction from income of producing oil 
or gas wells at the rate of 27% per cent of 
gross income therefrom, less rents and 
royalties paid. This allowance cannot be 
greater than fifty per cent of the net income 
from the well or less than the allowable 
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depletion computed on a cost and unit-of- 
production basis. However, it may be, and 
frequently is, greater than the depletable 
capital cost of a producing well. Thus, 
federal tax law permits deduction of the 
major cost of acquiring income-producing 
real estate against ordinary income from 
any source whatever during the year in 
which the investment is made, In addition, 
it rewards the taxpayer who is fortunate 
enough to strike oil or gas with a depletion 
deduction of 27% per cent of the annual 
gross income, after rents and _ royalties, 
derived from his investment, although the 
greater part of his capital investment al- 
ready has been charged against income 


derived from other sources, and the balance 
is wholly absorbed by percentage depletion 
allowable on income derived from the well 
long before the well is finally exhausted. 
The following example serves to illustrate 
the tax-saving potentialities inherent in 
these provisions. 


Illustrations 


Corporation X, a manufacturing concern, 
reports income on a calendar year basis. 
Its financial position on December 31 of 
1946, 1947 and 1948, and its net income for 
the years ended on these dates, are set 
forth below: 








December December December 

31, 1946 31, 1947 31, 1948* 

Re ee ee ee ree ers $ 700,000 $ 900,000 $ 900,000 
Oythes ASSES... wick tens ee an 1,000,000 1,000,000 1,000,000 
$1,700,000 $1,900,000 $1,900,000 








1 vanessa SS 108:000 $ 100,000 $ 100,000 
eee 1,000,000 1,000,000 1,000,000 
Earned surplus.......... 0... 600,000 800,000 800,000 

$1,700,000 $1,900,000 $1,900,000 
Net income for year ......... $ 200,000 $ 200,000 ae  aevene 


* Estimated during latter half of year. 


The corporation had net income for 1946 
and 1947 totaling $400,000, and paid federal 
income taxes thereon amounting to $152,000, 
or thirty-eight per cent of its total earnings. 
During 1948, its business declines, leaving 
it with available cash in excess of its 
current requirements or, to vary the illus- 
tration, with assets which can be pledged 
as security for cash loans. However, its 
operating results for 1948, as forecast to- 
wards the end of the year, indicate that it 
will break even at the year-end and con- 
sequently will be unable to derive tax 
benefit from carry-back of net operating 
losses to the two preceding years. To 
realize maximum benefits from a net oper- 
ating loss carry-back, it requires a loss of 
$400,000 for 1948, which it can create by 


Cost of acquiring leaseholds .......... 


purchasing leases of oil or gas properties 
and paying a contractor to drill wells on 
the leased locations. The sum paid to the 
contractor is broken down, for federal 
income tax purposes, in accordance with 
his estimate into the tangible and intangible 
costs of drilling the wells. The following 
analysis of a total disbursement of $450,000 
is fairly representative of the writer’s ex- 
perience as to the ratio of leasehold cost, 
tangible drilling costs and intangible drill- 
ing costs where the drilling contract pro- 
vides a cash consideration for drilling the 
wells, with a proviso that completion of 
the wells on a “turnkey” basis, if oil or gas 
in paying quantities is found, will be con- 
tracted for separately or billed to the oper- 
ator at some agreed-upon additional charge: 


ee AM mee $ 25,000 


Tangible drilling costs—equipment installed at drilling location having 


D BSAlVAGe WaNNO oss ccs ee eens 


Intangible Drilling Costs 


Intangible drilling costs—labor, materials without salvage value, rental 
of drilling equipment belonging to the contractor and contractor’s 


Total cash disbursed in connection with drilling program 





If it is assumed that Corporation X 
makes the foregoing investments on or 
before December 31, 1948, it may deduct 
the portion representing intangible drilling 
costs from ordinary income on its federal 
income tax return for 1948, thereby giving 
rise to a net operating loss carry-back and 
resulting in a refund of $152,000 in federal 
income taxes paid on earnings of the two 
preceding years. If the drilling operations 
are completed during 1949, and all of the 


Cash investment 


wells are found to be “dry holes,” the 
purchase price of the leaseholds and tangi- 
ble drilling costs are deductible on the 
corporation’s return for that year against 
any income that may be derived from its 
other activities. To take the most pessi- 
mistic view of this plan, assume that no 
income is derived from other operations 
during 1949 and no salvage value whatever 
attaches to the tangible drilling costs, In 
that case, the net cost of the venture is as 
follows: 


Less refund of federal income taxes due to net operating loss 


carry-back 
Net cost 


The foregoing represents the worst pos- 
sible result of the drilling program. How- 
ever, if “wildcat”—that is, unexplored— 
fields are avoided, an investment of $25,000 
in oil or gas leases will usually buy drilling 
rights which have good possibilities of 
developing paying wells, especially if the 
leaseholds are located in widely dispersed 
areas. If the corporation takes the further 
precaution of arranging for seismographical 
studies by a geologist prior to the actual 
drilling, a negative report on any particular 
leasehold will save the cost of drilling on a 
location which is probably unproductive. 
Since it is assumed that the leases acquired 
by Corporation X are in widely separated 
areas, it is reasonably certain that the 
geologist will render a favorable report on 
several of the locations; consequently, by 
drilling only on those leaseholds which are so 


Gross Income, 

Less Rents and 
Year Royalties 
1949 _.. _.. $100,000 
1950 ...... 100,000 
1951 ove ee SOGOOO 
1952 . .. 100,000 
1953 -.. 100,000 


Total $500,000 


While recoverable costs, not deductible 
under the option as intangible drilling and 
development costs, amount to only $50,000, 
percentage depletion totaling $137,000 is 
allowable as a deduction for federal income 
tax purposes under Section 114 (b) (3) of 


approved, the corporation can minimize 
the risk of total loss. This phase of the 
undertaking should be carried out with the 
advice of an expert in oil or gas properties, 
who, being advised of the major reason for 
the investment, will guide the taxpayer in 
those conservative directions which are 
more likely to yield results, although less 
likely to result in the spectacular bonanzas 
sometimes enjoyed by the more fortunate 
“wildcat” operators. 

Assuming that care is exercised and that 
fortune, in the form of one or more paying 
wells, smiles on the taxpayer, the following 
illustration demonstrates the tax conse- 
quences of realizing income from the wells. 
The gross income, less rents and royalties, 
amounts to $100,000 per annum for the 
five-year period from 1949 to 1953. 


Percentage 

Depletion 

Allowable 
$27,500 
27,500 
27,500 
27,500 
27,500 


$137,500 


Recoverable 
Cost 


the Internal Revenue Code. If corporate 
tax rates remain constant and the corporate 
net income is in excess of $50,000 for each 
year in which percentage depletion is allow- 
able, this represents a tax benefit of $33,250, 
computed as follows: 


Percentage depletion allowable 


Less recoverable costs 


Excess depletion allowable as a deduction from 


taxable income 


Federal income tax saving—at 38% 
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Thus, in this hypothetical case, tax 
benefits amounting to $185,250 have been 
realized on an investment of $450,000. To 
state it somewhat differently, the corpora- 
tion has effected a saving of $185,250 in 
federal income taxes on its income from 
oil well drilling operations which would 
not have been realized if it had engaged 


in some other activity producing a similar 
income. 


F. H. E. Oil Company Case 


Although the option to deduct intangi- 
ble drilling and development costs of oil 
or gas leases from ordinary income during 
the year in which such costs are incurred 
has been allowed by the Treasury Regula- 
tions for many years, the federal courts 
recently attempted, in a bitterly contested 


case which brought forth Congressional . 


action, to limit the deductibility of such 
costs. They also cast doubts upon the 
validity of the option to treat these capital 
expenditures as ordinary expense under the 
Sixteenth Amendment to the Constitution 
of the United States. 


In F. H. E. Oil Company v. Commis- 


stoner [CCH Dec. 13,681], 3 TC 13, the tax- - 


payer entered into contracts with owners 
of oil leases whereby it agreed to drill 
wells on the leased locations in considera- 
tion of assignment to it of certain per- 
centage interests in the leaseholds. It 
thereupon incurred certain intangible drill- 
ing and development costs, which it 
deducted on its federal income tax return 
under the option prescribed in Regulations 
111, Section 29.23(m)-16(b). The Bureau 
of Internal Revenue disallowed the deduc- 
tion on the ground that it is allowable 
only to an “operator,” and that the F. H. E. 
Oil Company was not an “operator” since 
it did not own a “working interest” in 
the land. The Tax Court sustained this 
contention, holding that the F. H. E. Oil 
Company had entered into what are popu- 
larly known as “unless” contracts. In 
this type of contract the owner of the 
leasehold gives a right to another to enter 
upon the land to drill a well. If the latter 
party actually drills a well there, he 
acquires an interest in the land. Since 
F. H. E. Oil Company could not acquire 
an interest in the land until it had 
completed a well, it was not an “operator” 
with a working interest in the leased loca- 
tion when the intangible drilling and 
development costs were incurred. 

The F. H. E. Oil Company contended 
that it had acquired absolute title defeasible 
on breach of condition subsequent when it 


Intangible Drilling Costs 





‘ 


signed the drilling contract. This type 
of ownership results from the so-called 
“drill or pay” contract, in which the 
operator agrees to drill on the location 
within a specified period of time or pay 
delay rentals to the assignor. Failure to 
“drill or pay” gives rise to an action against 
the operator for ejectment and divestiture 
of his title. The distinction between an 
“unless” contract, which does not qualify 
under the option, and a “drill or pay” 
contract, which does, was held by the Tax 
Court to depend on whether or not a formal 
action is necessary to eject the operator 
from the premises. In the former case, 
failure to drill or pay delayed rentals, if 
such payments are specified in the agree- 
ment, renders the operator a mere trespasser 
who can be evicted from the premises by 
his assignor, with the use of reasonable 
force, or who can be summarily dispossessed 
by the sheriff without a formal action 
in ejectment. In the latter case, a delin- 
quent operator must be sued in ejectment, 
and his title and possession can be divested 
only by a court order based on successful 
prosecution of such an action. 


This case was heard three times on appeal 
to the Circuit Court of Appeals, and in 
each instance deduction of tangible drilling 
and development costs under the option 
was denied where a mere privilege to center 
the premises for drilling operations, the 
only right conferred under an “unless” 
contract, was the. sole interest in the land 
held by the “operator” at the time the 
costs were incurred. In the first two 
appeals, the court condemned the option 
under any circumstances, holding that 
under the Sixteenth Amendment to the 
United States Constitution, the Treasurv 
Department does not have the power to 
declare that an item is deductible expense 
when it is in fact a capital expenditure. 
Although the option was not specifically 
overthrown on constitut onal grounds, the 
court stated that it represents an adminis- 
trative usurpation of the judicial power 
to define “income,” as the term is employed 
in the Sixteenth Amendment, and_ held 
that the right to deduct intangible drilling 
and development costs thereunder should 
be narrowly construed. 


Congressional Affirmation 


As a result of these rulings, Congress 
passed a joint resolution on June 6, 1945, 
in which it affirmed the action of the 
Treasury Department in permitting expense 
deductions under the option. The accom- 
panying committee reports recognized that 
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the option represents a special privilege 
under the federal revenue laws, but stated 
that it is in furtherance of the public 
policy of the United States since it en- 
courages taxpayers to develop the natural 
mineral resources of the country and pro- 
vides an offset to the considerable risks 
involved in drilling for liquid and gaseous 
substances the precise location of which 
cannot be predicted with certainty. In 
the third rehearing by the Circuit Court 
of Appeals, the court abandoned its con- 
stitutional objections, in deference to the 
Congressional mandate, but did not change 
its position on the deductibility, under 
the option, of intangible drilling and 
development costs incurred by the tax- 
payer as part of the consideration for 
its leasehold interest under an “unless” 
contract, 


Desirable Investments 


To specify the circumstances under 
which investments in oil or gas leases are 
desirable from a federal income tax stand- 
point, there are presented below several 
fact situations in which such investments 
probably represent the most attractive 
means of employing available excess funds. 

If the taxpayer, corporate or individual, 
has had two years of high profits and is 
operating at a loss or realizing only 
nominal profits during the current taxable 
year, an investment in oil or gas leases 
will enable him to make payments to a con- 
tractor within the current year for intangi- 
ble drilling and development costs sufficient 
in amount to create a loss equal to, or 
approximating, the profits of the two pre- 
ceding years, and will result in refund 
of federal income taxes paid thereon. For 
corporate taxpayers the tax rate is usually 
thirty-eight per cent, but for individual 
taxpayers it can rise to eighty-five and 
one-half per cent. Thus, we can conceive 
of a situation in which an individual tax- 
payer has had net operating profits totaling 
$400,000 for the two preceding years, on 
which he has paid federal income taxes 
at a net effective rate of about seventy-five 
per cent, or $300,000. By investing $400,000 
in intangible drilling and development costs, 
he can secure a refund of $300,000 from 
net operating loss carry-back, and probably 
will derive the benefits of percentage 
depletion in excess of unrecovered costs 
if his total investment (of approximately 
$450,000) should result in the discovery 
of oil or gas in paying quantities. 

Another situation in which such an in- 
vestment may be desirable is one in which 


a corporation has had large earnings from 
war contracts, and is seeking new outlets 
for its accumulated earnings. Oil or gas 
well investments will make it possible to 
adjust its profits and losses during any 
taxable year by payments for intangible 
drilling and development costs on its leases, 
or by withholding such payments. Conse- 
quently, it can, within the limits of 
its available funds, adjust its earnings for 
federal income tax purposes so that the 
most favorable rates are applicable in each 
year. 


Oil and gas lease development is also 
an attractive undertaking for a wealthy tax- 
payer, whose top dollar of income is subject 
to a very high income tax rate. Such 
an individual may find that the privilege 
of immediate deduction of intangible costs, 
coupled with the generous percentage 
depletion allowances on paying’ wells, 
represents an opportunity to invest his 
funds with assurance that the ultimate 
return will not be taxed to him at a con- 
fiscatory rate. If he wishes to assume 
the risks of “wildcatting”’ in unexplored 
fields, he has the prospect of sensational 
returns on his speculation. If not, he 
will find that the risks inherent in oil or 
gas lease development in known producing 
areas are no greater than those in many 
other enterprises. With the added induce- 
ments provided by the special sections 
of the Internal Revenue Code and the 
Treasury Regulations, he may find that 
his investment has greater potentialities 
for earnings than could be expected in 
many other enterprises involving similar 
risks but not similarly favored by the 
federal taxing statutes. 


Contract Criteria 


If it is decided to embark upon an oil 
or gas well development program, the first 
step is to acquire leasehold sites in or 
around the known producing areas. When 
this has been done, a contract may be 
entered into with a reliable drilling con- 
tractor who is familiar with the areas 
in which the leaseholds are situated. The 
contract will provide for drilling at desig- 
nated locations, and will either specify 
completion of paying wells on a “turnkey” 
basis or will merely state the depths to 
which the contractor is to drill before 
abandoning the project as a “dry hole,” 
the arrangements for completion remaining 
open until such time as a paying well is 
found. The consideration clauses should 
specify that. the contractor’s periodic 
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requisitions for funds during the course 
of drilling will be broken down, in accord- 
ance with his estimates, into the tangible 
and intangible drilling and development 
costs against which the advances are to 
apply. This will assure that the portion 
of the advance applicable to intangible costs 
will fall squarely within the terms of the 
option. 

The contract also should provide for 
examination of the proposed drilling loca- 
tions by a geologist prior to the commence- 
ment of operations, and should specify 
that drilling is to begin only if his 
examination indicates reasonable expecta- 
tions that oil or gas will be found. The 
most reliable geologic studies, seismograph- 
ical tests, are also the most expensive; 
but they usually prove more economical 
in the long run since they involve only 
a small fraction of the cost of sinking 
a well and, if unfavorable, save the expense 
of drilling what in all probability will turn 
out to be a “dry hole.” 

If the contract is on a “turnkey” basis, 
it states that the contractor will drill to 
certain depths, and will complete the well 
and turn it over to the taxpayer (referred 


to in the Treasury Regulations as the © 


“operator”’) in a finished state ready for 
pumping, or will plug it in accordance with 
state regulations. To avoid confusion of 
completion costs of paying wells with 
costs incurred during drilling, it is usually 
wise to specify a certain consideration for 
the drilling and plugging operations, the 
largest portion of which represents intangi- 
ble costs deductible under the option, and 
to contract for completion on a cost-plus 
or some other entirely separate basis since 
the latter operation consists largely of 
erecting tangible structures on the location. 






Tax Forum.” 


The officers elected for the first term of the organiza- 


tion are: 
President 


Treasurer .. 
Vice-President 






Intangible Drilling Costs 


BRIDGEPORT TAX FORUM 


On February 18, 1948, thirty-five executives and tax 
accountants from the largest industrial companies in the 
Bridgeport, Connecticut area formed the “Bridgeport 


ees C. F. Lewis, Remington Arms Company 
ne R. W. Wilson, Dictaphone Corporation 
eee: R. J. Linley, Bridgeport Brass Cémpany 

....R. S. Foster, Raybestos-Manhattan, Inc. 





Cautions 


In view of the attitude of the federal 
courts, as exemplified in the F. H. E. Oil 
Company case, it is imperative that all 
contracts, whether in connection with 
acquisition of leaseholds or with the drill- 
ing contractor, be examined by a tax 
consultant to assure that intangible costs 
incurred thereunder fall squarely within 
the terms of the option. They should 
also be reviewed by an attorney who is 
familiar with the laws pertaining to oil 
and gas leases in the jurisdiction in which 
the leaseholds are situated. Particular care 
should be exercised if title to the drilling 
rights is being acquired as a consideration 
for drilling on the premises since the courts 
have given warning that such agreements 
will be closely scrutinized. Because of 
unfavorable decision in the F. H. E. Oil 
Company case, it is probably best to avoid 
acquiring drilling locations in this manner, 
wherever possible, as the Bureau of Internal 
Revenue and the courts are on the alert 
for technicalities on which to disallow 
deduction of intang’ble costs under the 
option. However, there is no decision, 
to the writer’s knowledge, in which the 
deduction is disallowed if the taxpayer 
had clear title to the drilling rights when 
the intangible costs were incurred. 

Since Congress reacted vigorously to the 
constitutional assault on the option, and 
since it is avowedly a means of inducing 
taxpayers to engage in development of the 
oil and gas resources of the United States, 
it is reasonably certain that the option 
and its counterpart, percentage depletion, 
will be available to taxpayers for many 
years to come. [The End] 









































INVENTORY PRICING 


BY 


LEO W. CROWN 


THE AUTHOR ISA CPA WITH THE CHICAGO TAX DEPARTMENT 
OF A NATIONAL FIRM OF CERTIFIED PUBLIC ACCOUNTANTS 


‘NVENTORIES are in the _ spotlight 

again. Business management is worried 
by two aspects of this problem. Decisions 
as to quantity and composition of in- 
ventories to be kept or acquired must be 
based on economic crystal-ball gazing. 
Having experienced recent conspicuous fail- 
ures of this technique, accountants and 
tax men are more than glad to be able to 
disavow any activity or opinion in this 
respect. Increased prices and quantities 
to be reflected in the year-end inventory 
lead to another headache—pricing. Man- 
agement, aware of uncertainties inherent 
in the recovery of high costs, especially 
in view of certain unbalanced inventories, 
is unwilling to reflect in its statements 
paper profits which may or may not ma- 
terialize. It is understandable that manage- 
ment would like to postpone the taxation 
of paper profits until they are actually 
converted into cash. Thus, accountants 
and auditors are confronted with the prob- 
lem of reconciling generally accepted 
accounting principles to the justified de- 
sires of management. 


Especially welcome, therefore, are two 
recent Accounting Research Bulletins of 
the Committee on Accounting Procedure 
of the American Institute of Accountants: 
No, 29 on “Inventory Pricing,” and No. 31 
on “Inventory Reserves.” * These bulletins, 
as well as other Accounting Research Bul- 
letins and Statements on Auditing Pro- 
cedures issued by committees of the 
American Institute of Accountants, are 
not as binding as. the Internal Revenue 
Code or the Regulations. As a matter of 
fact, each Accounting Research Bulletin 


1The Journal of Accountancy, September, 
1947, p. 196, and November, 1947, p. 397. 


contains a note that “the authority of the 
bulletins rests upon the general accepta- 
bility of opinions so reached. . . . It is 
recognized also that any general rules may 
be subject to exception; it is felt, however, 
that the burden of justifying departure 
from accepted procedures must be assumed 
by those who adopt other treatment.” 
Thus, the assumption is proper that any 
financial statement prepared or certified 
by reputable accountants will conform to 
the principles laid down in the bulletins. 


It might be helpful to compare the rules 
arrived at in the bulletins with the corres- 
ponding provisions of Regulations 111 with 
those cases which are material for in- 
ventory pricing, in order to find out where 
the inventory figure shown on financial 
statements might be accepted for tax pur- 
poses and where adjustments are needed. 


What Is Inventory? 


The definition of the term “inventory” 
in Statement 1 of Bulletin No. 29 is nearly 
identical to the definition in Section 29.22 
(c)-1, as shown by the following compari- 
son: 


Bulletin: “The term ‘inventory’ is used here- 
in to designate the aggregate of those items of 
tangible personal property which (1) are 
held for sale in the ordinary course of 
business, (2) are in the process of produc- 
tion for such sale, or (3) are to be currently 
consumed in the production of goods or 
services to be available for sale.” 


Regulations: “The inventory should include 
all finished or partly finished goods and, in the 
case of raw materials and supplies, only 
those which have been acquired for sale or 
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which will physically become a part of 
merchandise intended for sale.” 


The bulletin further states that no 
separate classification is necessary as to 
raw materials and supplies purchased for 
production which may be used or con- 
sumed for the construction of long-term 
assets, or for other purposes not related 
to production, if they represent a small 
portion of the total inventory. In view 
of the strict wording of the Regulations, 
this procedure may be questioned taxwise, 
although an adjustment of the closing 
inventory figure for such items would neces- 
sitate an adjustment of purchases, and 
would not result in a change of income. 
In view of this fact, cumbersome adjust- 
ments to inventories including items which 
in the future may not find their way into 
merchandise sold, should not be required 
for tax purposes. 


Why Are Inventories Needed? 


According to the Regulations, in manu- 
facturing and mercantile enterprises in- 
ventories are needed “to reflect the net 
income correctly.” Bulletin No. 29 states 
that “a major objective of accounting for 
inventories is the proper determination of 
income through the process of matching 
appropriate cost against revenues.” The 
importance of the italicized part of the 
latter statement can hardly be overempha- 
sized, In tax cases, the taxpayer has the 
burden of proof that the inventory, as 
determined by the Commissioner, reflects 
clearly the income for the taxable period. 
The question thus becomes one of fact, 
is treated as such by the Tax Court, and 


is not reviewable on appeal under the Dobson 
rule. 


No practical purpose would be served by 
reviewing the various cases in which the 
test of “clearly reflecting income” has been 
applied in favor of the Commissioner or 
the taxpayer; as in most questions of 
fact, there is no objective siandard. If 
the rule of matching cost against revenues 
were embodied in the law, such a meas- 
uring stick would be available. Its im- 
portance will be seen in the following 
discussion of costs, especially overhead 
charges included in cost. Such a norm 
explaining the exact meaning of “clearly 
reflecting income” would transfer the ques- 
tion from the realm of fact into the realm 
of law. It would clarify important prob- 
lems and contribute to certainty in ques- 
tions of inventory valuation. 


Inventory Pricing 








Definition of Cost 


The definition of cost given by Bulletin 
No. 29 seems identical to the definition 
contained in Section 29.22 (c)-3 of Regu- 


lations 111. The bulletin defines cost as 
follows: 


“As applied to inventories, cost means 
in principle the sum of applicable ex- 
penditures and charges directly or in- 
directly incurred in bringing an article to 
its existing condition and location.” 


A footnote states that when goods are 
written down below cost at the close of a 
fiscal period, the reduced amount is to be 


considered cost for subsequent accounting 
purposes. 


The Regulations give these definitions of 
cost: 
(1) Opening 


inventory at 
price. 


inventory 


(2) Merchandise purchased since the be- 
ginning of the taxable year at invoice price 
less trade discounts (option as to cash dis- 
counts) plus transportation or other necessary 
charges incurred in acquiring possession of 
the goods. 


(3) As to merchandise produced by the 
taxpayer since the beginning of the taxable 
year: 

(a) Cost of raw materials and supplies 
entering into or consumed in connection 
with the product. 


(b) Direct labor. 


(c) Indirect expenses incident to and 
necessary for the production of the article, 
including a reasonable proportion of man- 
agement expenses. 


Again the discussion of the general state- 
ment shows important. differences. Bul- 
letin No, 29 states: 


under some circumstances, items 
such as idle facilities expense, excessive 
spoilage, double freight, and rehandling 
costs may be so abnormal as to require 
treatment as current periodic charges rather 
than as a portion of inventory cost.” 


A rigid interpretation of the Regulations 
could lead to a different and inequitable 
result. Only if we accept the principle 
that the purpose of inventories is to reflect 
income through matching appropriate 
costs against revenues, do we reach the 
proper and equitable result of excluding 
from inventory such atypical and non-recur- 
rent expenses and arriving at a fair income 
figure and tax basis for each taxable period. 


As we have seen, the Regulations include 
in indirect expense “a reasonable proportion 
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of management expenses.” Bulletin No. 29 
states that “except for the portion of 
general and administrative expenses that 
may be clearly related to production, it is 
generally accepted accounting practice to 
include such items as period charges and to 
exclude them from inventory costs (product 
charges).” Although there seems to be a 
difference in these two approaches, the 
following analysis will show that there is 
no actual difference. Accountingwise, over- 
head is divided into indirect materials, 
indirect labor and expenses. The Regula- 
tions place indirect materials (materials or 
supplies consumed in connection with the 
product) in the same category as direct 
material (material entering into the pro- 
duct). They make provision for direct 
labor only. Thus, expenses for management 
which are related directly to production 
(for example, salaries of officers, man- 
agerial personnel, supervisory personnel, 
etc., for work directly related to produc- 
tion) will be accounted for as overhead 
and not as general and/or administrative 
expense. This overhead is carried over 
into cost of sales and inventory and, under 
the accounting concept, there is no neces- 
sity to close a part of administrative or 
general expense into cost of sales and 
inventory. On the other hand, the stat- 
utory concept of the Regulations which 
does not provide for indirect labor as a 
component part of inventory probably 
means these indirect managerial salaries 
when it mentions a reasonable proportion 
of management expenses as part of indirect 
expense incident to and necessary for the 
production of the particular article. It 
appears, therefore, that the different lan- 
guage in both our sources has the same 
meaning. 


Overhead 


Considerable confusion as to the ques- 
tion of including a proportionate part of 
overhead in inventory arose in connection 
with two cases * and an unpublished ruling. 
In the first of these two cases, the Com- 
missioner disallowed certain federal and 
state taxes included in the valuation of 
inventory, and was upheld by the court 
on two grounds: first, the taxpayer had 
not sustained its burden of proof in show- 
ing that these taxes were incident to and 


2 Montreal Mining Company [CCH Dec. 
13,482], 2 TC 688, modified without discussion 
of this point [44-2 ustrc { 9490] CCA-6, 1944; Kel- 
ler Dorian Corporation [CCH Dec. 14,593(M)], 
TC memo. op. 


necessary for the production of goods sold 
and inventoried; second, that taxes are 
deductible under Section 23(c). In the 
second case, the taxpayer failed to deduct 
certain customs duties in the proper year 
and tried to include them in the cost of 
inventory, which procedure would make 
the amount a reduction of income in the 
year in which the inventory was sold. 
The Tax Court held that such a capitali- 
zation was improper, and that the deduc- 
tion should have been taken in a prior 
year. The unpublished ruling states that 
the same principle applies to other items 
specifically deductible under Section 23 
(for example, interest, rent, depreciation, etc.). 

It would certainly be improper to extend 
the application of these authorit’es beyond 
the factual situation involved in these cases. 
Overhead should be treated in the same 
way for accounting as for tax purposes. 
As to the former, Bulletin No. 29 ex- 
pressly states: “It should . . . be 
recognized that the exclusion of all over- 
heads from inventory costs does not 
constitue an accepted accounting proce- 
dure.” The same should be true for tax 
purposes. The only possible difficulty lies 
in the narrow wording of the Regulations, 
which require that the indirect expenses 
should be “incident to and necessary for 
the production of the particular article.” 
In most manufacturing processes, it will 
be absolutely impossible to identify the 
expenses with a particular article, especially 
if these expenses vary and various classes 
of articles are produced. The proper ac- 
counting procedure is to apportion the 
manufacturing expense incurred during the 
taxable period according to an objective 
standard (dollar volume, quantities, etc.) 
to cost of goods manufactured and _ sold 
and to closing inventories. This procedure 
matches appropriate cost against revenues, 
reflects the income clearly and conforms to 
the best accounting practice. It should be 
acceptable for tax purposes. 


Flow Factors 


In certain enterprises accounting records 
are set up in such a way that the cost of 
each item in the inventory can be identi- 
fied (e.g., so-called job cost). In others 
the cost involved with such record-keeping 
would be prohibitive and would serve no 
practical purpose. In order to arrive at a 
workable solution, it is necessary to adopt 
certain assumptions. Bulletin No. 29 
enumerates three such assumptions without 
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stating that these three are the only ones 
which are acceptable. These assumptions 
are “first-in, first out” (that the goods 
first purchased were the first to be sold), 
“average” (that the goods on hand repre- 
sent a cross section of the goods pur- 
chased during the period) and “last-in, first 
out” (that the goods on hand are those 
which were included in the opening in- 
ventory and that any excess consists of 
those first purchased). 


Section 29.22(c)-6 of Regulations 111 
describes the “first-in, first-out” method as 
the method which should be generally used. 
There is no authority in the Regulations 
for use of the “average” method, except in 
the case of the “retail” method (Section 
29.22(c)-8 of Regulations 111), under which 
the cost is computed from the selling price 
by applying the mark-up and mark-down 
percentages used in setting sales prices. 


LIFO 


The “last-in, first-out” method, also 
called “LIFO” or, in tax laguage, the 
“elective” method under Section 22(d), is 


relatively new for tax purposes.* Under - 


the Revenue Act of 1938, it was accessible 
only to certain industries. Not until the 
enactment of the Revenue Act of 1939 was 
it made generally admissible. The Code 
has surrounded this method with a number 
of safeguards, one of which is material 
to our subject. The application of LIFO 
requires an election that is binding upon 
the taxpayer, who has the right to elect 
in his application certain goods as to which 
he wishes to use the elective method. 


3ulletin No. 29 states: “In some cases, 
the business operations may be such as to 
make it desirable to apply one of the ac- 
ceptable methods of determining cost to one 
portion of the inventory or components thereof 
and another of the acceptable methods to 
other portions of the inventory.” 


There would be no cause for alarm, were 
it not for Section 22(d) (5) (B), which 
gives the Commissioner the right to require 
a change from the elective method if he 
determines that the taxpayer valued the 
goods described in his election on a dif- 
ferent basis in financial statements for sub- 
sequent years issued to shareholders, part- 
ners or other proprietors, or to beneficiaries, 
or for credit purposes. These statements 





’ Jerome Tannenbaum, ‘‘The LIFO Method,”’ 
TAXES—The Tax Magazine, June, 1947; ‘‘In- 
ventorying Raw Materials under LIFO,”’ ibid., 
July, 1947. 
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must cover the whole taxable year, In 
interim statements, cost may be _ used. 
(Section 29,.22(d)-2(5).) In reviewing a re- 
turn in which the elective method is used, 
it is, therefore, necessary to ascertain (a) 
that in the year-end balance sheet and 
profit-and-loss statement value all the goods 
for which LIFO has been elected and only 
those goods under this method; and (b) 
that in interim statements the inventory 
valuation is at cost, not the lower of cost 
or market, when these interim statements 


are issued for the purposes enumerated 
above. 


What Is Market? 


In the definition of the term “market,” 
we find a complete disagreement between 
our two authorities. First, Bulletin No. 29 
states that a departure from the cost basis 
is required where the usefulness of the 
goods is no longer as great as their cost, 
whether because of physical deterioration, 
obsolescence, change in price level, or other 
factors. This is generally accomplished 
by stating such goods at a lower level, 
commonly designed as “market.” 


The Regulations distinguish between a 
decrease in the price level it calls market 
and a decrease in usefulness, which makes 
goods unsalable at normal prices or un- 
usable in the normal way because of dam- 
age, imperfection, shop wear, changes of 
style, odd or broken lots, etc. A taxpayer 
valuing inventories at cost, as well as the 
taxpayer valuing them at the lower of 
cost or market, is entitled to value such 
finished goods at bona fide selling prices 
less direct cost of disposition in case of 
finished goods or upon a reasonable basis, 
the usability and the condition of the goods 
being considered in case of raw material 
and work in process. Thus, because of this 
difference in terminology, financial state- 
ments showing inventory valuations at the 
lower of cost or market may show the 
same figures as a return indicating valu- 
ation at cost. 


A more serious difference is shown by 
the following comparison: 


Bulletin: “. the term ‘market’ means 
current replacement cost (by purchase or 


reproduction, as the case may be) except 
that: ; 


“(1) Market should not exceed the net 
realizable value (i.e., estimated selling price 
in the ordinary course of business less 
reasonably predictable costs of completion 
and disposal) and 
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“(2) Market should not be less than net 
realizable value reduced by an allowance 
for an approximately normal profit margin.” 


Regulations: “. ‘market’ means the 
current bid price prevailing at the date 
of the inventory for the particular mer- 
chandise in the volume in which usually 
purchased by the taxpayer. Where 
no open market exists or where quotations 
are nominal the taxpayer must use 
such evidence of fair market price 
as may be available. . Where the tax- 
payer in the regular course of business 
has offered for sale such merchandise at 
prices lower than the current price as 
above defined, the inventory may be valued 
at such prices less direct cost of disposition, 
and the correctness of such prices will be 
determined by reference to the actual sales 
of a taxpayer for a reasonable period before 
and after the date of the inventory. Prices 
which vary materially from the actual prices 
so ascertained will not be accepted as 
reflecting the market.” 


Obviously, a market price which would 
provide for a profit margin over and above 
realizable value would not be accepted for 
tax purposes. 


Whereas Bulletin No. 29 gives a choice 
of applying this rule either directly to each item 
or to the total of the inventory, the Regulations 
(Section 29.22(c)-4) expressly state that 
the value of each article on hand at the 
inventory date shall be compared with the 
cost of the article, and the lower of such 
value shall be taken as the inventory value. 
It is submitted that especially for large 
inventories composed of many items, this 
latter procedure is time-consuming and 
costly. As differences resulting from the 
other method mentioned, if any, will be 
offset in the next vear, no appreciable 
loss of tax revenue could result if the 
rigid rule of the Regulations were relaxed 
to conform to the bulletin. 


Consistency 


Both .the Regulations and the bulletin 
stress the necessity of consistency in the 
basis of stating the inventory. The bul- 
letin requires disclosure of any changes 
and, if material, the effect on net income. 
Section 29.41-3 of Regulations 111 requires 
an application for a change in inventory 
methods, which application must be accom- 
panied by a _ statement specifying the 
changes and showing all amounts to be 
duplicated or omitted. Permission to 
change will not be granted unless the tax- 
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payer and the Commissioner agree to the 
terms and conditions of the change, except 
in case of a change to the elective method 
(LIFO), where a simple election and com- 
pliance with the Regulations is sufficient. 


Losses on Commitments 


Whereas the bulletin recommends that 
accrued net losses on firm purchase com- 
mitments of goods for inventory should 
be recognized, the tax law has no provision 
under which the same result could be 
accomplished. The accrued loss is not 
“sustained” within the meaning of Section 
23(e) or Section 23(f) because there is no 
closed transaction. The goods committed 
for cannot be included in inventory be- 
cause title to them has not passed. (Sec- 
tion 29.22(c)-1.) Thus, the only way to 
take a tax deduction for an expected loss 
on a purchase commitment is to pay for 
its cancellation during the taxable period. 


Inventory Reserves 


Bulletin No. 31 comes to the conclusion 
that inventory reserves for the purpose of 
reducing inventories, other than to a basis 
discussed in Bulletin No. 29, or for pos- 
sible future inventory losses on inventories 
not on hand or contracted for, or without 
regard to any specific loss reasonably re- 
lated to the current operations of the 
current period, should not be created as a 
charge against current income. With the 
exception of the implied approval of re- 
serves for purchase commitments, this 
position corresponds fully with the Regu- 
lations, which describe as an inadmissible 
inventory practice “deducting from the 
inventory a reserve for price changes, or 
an estimated depreciation in the value 
thereof.” (Section 29.22(c)-2.) 


Honest differences of opinion on the 
valuation of inventories fall within the 
same class as disputes concerning depreci- 
ation rates. An advantage apparently 
gained by the taxpayer or by the Com- 
missioner in one year will be offset in the 
following periods, especially in the case of 
carry-backs and carry-overs of losses. Such 
disputes are often complicated and costly 
to the taxpayer and—to the extent of the 
taxpayer’s tax bracket—to the Bureau of 
Internal Revenue. It would be gratifying 
to all concerned if the differences between 
accounting and tax treatment of inventory 
valuations could be eliminated. [The End] 
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Constitute Taxable Income? 


S A RESULT of the decision in Edwards 
“\ y. Cuba Railraod Company [1 ustc 
§ 139], 268 U. S. 628 (1925), it has become 
fairly well established that grants from the 
government, subordinate political subdivi- 
sions or private sources, in order to induce 
the construction of manufacturing or other 
facilities, do not constitute income to the 
recipient. (Liberty Light and Power Com- 


puny [CCH Dec. 1466], 4 BTA 155; Arkansas © 


Compress Company [CCH Dec. 2809], 8 
BTA 155; Texas and Pacific Railway Com- 
pany [CCH Dec. 3130], 9 BTA 365; Atlantic 
Coast Line Railroad Company [CCH Dec. 
3312], 9 BTA 1193; Rio Electric Company 
[CCH Dec. 3334], 9 BTA 1332; El Paso 
Electric Railway Company [CCH Dec. 3387], 
10 BTA 79; Wisconsin Hydro-Electric Com- 
fPany [CCH Dec. 3592], 10 BTA 933; Tampa 
Electric Company [CCH Dec. 4179], 12 BTA 
1002; Kauai Railway Company, Ltd. [CCH 
Dec. 4390], 13 BTA 686; Midland Valley 
Railroad Company [CCH Dec. 5937], 19 
BTA 423, aff'd [1932 CCH 9215] 57 F. 
(2d) 1042 (CCA-10); Decatur Water Supply 
Company [37-1 ustc 99136], 88 F. (2d) 
341.) The present status of this rule, how- 
ever, is brought directly and severely into 
question as the result of more recent deci- 
sions of the courts. 

It is important first to consider on 
what basis it has been held that subsidies 
do not constitute income. In Edwards v. 
Cuba Railroad Company, where the grant 
was made to the railroad company on the 
basis of mileage of railway completed, the 
decision was founded on the theory that 
the grant was a reimbursement for capital 
expenditures, and thus did not constitute 
taxable income or a gift. This decision, 


BY SOL MANDELL 
IT’S TIME FOR REVIEW 
OF EDWARDS v. CUBA RAILROAD 


even as an initial matter, would appear 
questionable. That the subsidy was a re- 
imbursement for capital expenditures is a 
mere statement of fact. The nature of this 
fact does not negative the existence of 
taxable income or a gift, and must be 
translated into its correct tax classification. 
The fact is that the railroad was re- 
imbursed for an expenditure made in its 
own behalf. For tax purposes, however, 
such receipt, whether labeled as reimburse- 
ment or otherwise, directly benefited the 
railroad company; and this benefit must 
be properly classified taxwise. Actually it 
can constitute only income to the cor- 
poration or a gift. It cannot be considered 
a contribution to capital since it was not 
made by the stockholders of the railroad 
corporation; and there is no tax category 
in the nature of reimbursement for capital 
expenditures. Thus, the real question 
which faced the Court was whether the 
receipt was taxable income or a gift. There 
was no third alternative in the nature of 
reimbursement for capital expenditures. 
Unfortunately, this discrepancy was never 
brought into the open because in subse- 
quent cases the courts blindly. followed 
the result reached by the Supreme Court 
in the Edwards case. Only more recently, 
because of collateral issues, is the real 
question appearing and the correct answer 
being suggested. 


Detroit Edison Case 


In Detroit Edison Company v. Commis- 
sioner [43-1 ustc J 9418], 319 U. S. 98 (1943), 
the taxpayer, a public utility engaged in 
the generation of electrical energy in and 


Mr. Mandell is tax counsel for Kalish, Rubinroit & Com- 
pany, Certified Public Accountants, New York City 
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near Detroit, received applications for serv- 
ice which required an investment in ex- 
tension of its facilities necessitating 
amounts greater than the anticipated reve- 
nue from the extended service. In order 
to obtain extension service, applicants had 
to pay for the cost of constructing the 
extension. Under certain circumstances, 
part of the cost paid by the customers 
was refunded; but the Court was con- 
cerned only with those payments which 
were originally, or by operation of the 
terms of the agreements, unrefundable and 
therefore permanently retained by the tax- 
payer. The taxpayer included such pay- 
ments by customers in its surplus without 
taking them into income and claimed de- 
ductions for depreciation on the total cost 
of the extended facilities. The Commis- 
sioner eliminated from the depreciable prop- 
erty of the taxpayer that portion of the 
cost equivalent to the unrefunded and 
unrefundable balances of the deposits. The 
taxpayer contended that what it had ob- 
tained were gifts or contributions to its 
capital of the property paid for by its 
customers, and that under the provisions 
of Sections 113 (a) (2) and 113 (a) (8) (B) 
of the applicable revenue laws, it had taken 
the basis of the donor or transferor. The 
Supreme Court rejected this contention: 


“It is enough to say that it overtaxes 
imagination to regard the farmers and 
other customers who furnished these funds 
as makers either of donations or contri- 
butions to the Company. The transaction 
neither in form nor in substance bore such 
a semblance. 


“The payments were to the customer 
the price of the service. The receipts have 
gone so far as here involved, to add to 
the Company’s surplus. They have not 
been taxed as income, presumably because 
it has been thought to be precluded by 
this Court’s decision in Edwards v. Cuba 
R. R. Co., ... holding that under the circum- 
stances of that case a government subsidy 
to induce railroad construction was not 
income. But it does not follow that the 
Company must be permitted to recoup 
through untaxed depreciation accruals on 
investments it has refused to make. The 
Commissioner was warranted in adjusting 
the depreciation base to represent the tax- 
payer’s net investment. Nothing in the 
Regulations is to be contrary and nothing 
in Helvering v. American Dental Co. [43-1 
ustc J 9318], 318 U. S. 322, 63 S. Ct. 577, 
87 L. Ed. —, decided March 1, 1943, when 
read in the context of its facts touches 
this problem at all.” 
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McKay Products Case 


The conclusion of the Supreme Court 
in the Detroit Edison Company case that 
such subsidies are not gifts for income 
tax purposes was recently followed by a 
reviewed decision of the Tax Court of the 
United States in McKay Products Corpora- 
tion [CCH Dec. 16,161], 9 TC —, No. 141 
(December 8, 1947). It held that no gift 
was made within the meaning of the 
American Dental Company case, and that 
the test of a gift established by the United 
States Supreme Court in that case is the 
receipt “of something for nothing,” 
that is, the receipt of something gratuitously. 
Since the recipient of the grant in these 
cases generally must do something to earn 
the grant, the amount which it receives 
cannot be said to be received gratuitously. 
Even in the Edwards case, the Supreme 
Court admitted that the payments “are not 
given as mere gratuities.” 


Nature of Subidies 


Subsidies, then, under the highest and 
most current authority, are not generally 
in the nature of gifts or contributions 
to capital. What, then, is their real nature? 
The obvious answer is that they constitute 
income. They are earned by the recipient, 
who is enriched thereby, and who must do 
something to become entitled to receive 
them. As the Supreme Court stated in 
the Detroit Edison case, “The payments 
were to the customer the price of the 
service.” To this extent, the Supreme 
Court was wrong in Edwards v. Cuba Rail- 
road Company when it stated that the 
“subsidy payments taxed were not made 
for services rendered or to be rendered.” 
True, the immediate services rendered did 
not involve “the use or operation of the 
railroad”; but this need not be the only 
service from which the railroad could de- 
rive taxable income. The building of the 
railroad itself constitutes a service for 
which the taxpayer may be compensated, 
and such compensation appears to be tax- 
able income. 


If subsidies are really income, why have 
they not been taxed as such? As suggested 
previously, the reason is that the courts 
always have blindly followed the Edwards 


decision. This conclusion is supported by 
language in the Detroit Edison Company 
case, in which the Supreme Court ex- 
plained: “They have not been taxed as 
income, presumably because it has been 
thought to be precluded by this Court’s 
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decision in Edwards v. Cuba R. Co., 

holding that under the circumstances of 
that case a government subsidy to induce 
railroad construction was not income.” 
Obviously, the Detroit Edison decision was 
noncommittal about the correctness of the 
Edwards case, merely accepting it for what 
it might be worth as explaining the failure 
of the government to treat the subsidy 
as income in the Detroit Edison case. At 
that point all that the Court had to do 
was to refuse to allow depreciation with 
respect to assets not purchased or paid 
for by the taxpayer. It did so by dis- 
pelling the notion of a gift or contribution 
to capital. Since the question of income 
was not before it, the Supreme Court was 


not required to take the logical step of 
treating the subsidies as income. 


If, however, the question arises de novo, 
it should be anticipated that the courts 
may treat subsidies as income. They are 
not gifts or contributions to capital. On 
the other hand, they are received for serv- 
ices rendered. Thus, the conclusion is 
inescapable that they are income. The 


highest authority to the contrary, the 
Edwards case, was decided in 1925. It 


has not since received confirmation by the 
Supreme Court and, in fact, received mere 
nodding recognition in the Detroit Edison 
case. Thus, the opinion in the Edwards 
case may yet be overruled if brought to a 
test. [The End] 


April 8, 1948, is State Tax Night at the Federal Tax 
Forum in New York. Officials from Connecticut, Massa- 
chusetts, New Jersey, New York and Pennsylvania will 
attend to answer questions on their respective states’ tax 
laws. This kind of tax meeting has been so successful 
in the past that the Forum presents it each year as a 


regular feature of its annual series of meetings. 


The 


meeting is in the Skyline Room of Hotel Sheraton, New 
York, and admission is by reservation. Make yours with 
Miss Eugenia Reynolds, Secretary, Federal Tax Forum, 
902 Broadway, New York 10, New York. 


Subsidies 





DOUBLE TAXATION OF PROFITS 





A Comparison with the English Tax Laws 


By ROBERT SINGER . 


- - IN GENERAL THE ENGLISH TAX 


BURDEN IS MUCH HEAVIER THAN OURS, BUT ENGLAND 
HAS NO DOUBLE TAXATION OF DIVIDEND INCOME 


( NE of the most important proposals 
submitted by the advocates of the re- 
form of our present federal income tax 
system concerns the “double taxation” of 
business profits as reflected in the levies on 
corporation earnings as well as in those on 
corporation dividends. The purpose of the 
advocated scaling down of the weight of 
“double taxation” is the stimulation of the 
flow of investment funds into productive 
enterprise, especially (to quote the Jnvest- 
ment Bankers Association Spring Communiqué 
on this subject) “from the potential fountain 
of surtax bracket income, now handicapped 
doubly and at discriminatory rates.” 


The purpose of this article is to indicate 
the severity of the incidence of this double 
handicap by comparing our tax structure 
with the English. 


It is a well-known fact that, in general, 
the burden imposed upon the English tax- 
payer is much heavier than our own, in 
some extreme cases three to four times as 
heavy. Yet, because the English income tax 
structure lacks the “double taxation” feature, 
the comparison is not nearly as favorable 
to the American individual taxpayer where 
corporation profits and dividend income are 
concerned. In fact, as will be shown here- 
after, in some cases the English Chancellor 
of the Exchequer’s take is less severe than 
that of our own Treasury Department. 


The English income tax system does not 
differentiate between individuals and corpo- 
rations... There is a “standard rate” (fixed 


1The ‘‘profits tax’’ (formerly ‘‘National De- 
fense Contributions,’’ introduced in 1937) is a 
tax on corporation profits which ranks as a 
deductible expense for the purpose of comput- 
ing income tax. The ‘“‘profits tax’’ amounts to 


anew every year—now nine shillings on the 
pound, i. e., forty-five per cent) to which 
individuals and corporations alike are sub- 
jected. Individuals enjoy certain personal 
exemptions, depending on family status, etc., 
and a reduced rate of income tax on the 
first £125 ($500) of their taxable income. 
On the other hand, individuals are called 
upon to pay surtax on income in excess of 
£2,000 ($8,000). The important point for 
the problem of “double taxation” is that the 
income tax paid by the corporation at stand- 
ard rate is treated as a credit in computing 
the income tax liability of the individual 
shareholder in receipt of a dividend. 

Let us use the following examples to 
illustrate the point: 


Example 1 


A British corporation earns $100,000, or 
ten per cent, on its capital of $1,000,000.’ 
It pays $45,000 income tax as standard rate 
(forty-five per cent), leaving it with $55,000, 
which it decides to distribute in full to its 


five per cent on profits and a further 7% per cent 
on that part of profits which is distributed by 
way of dividends. All profit figures shown above 
referring to English corporations are to be un- 
derstood as profits arrived at after deduction 
of profits tax. Likewise, all profit figures for 
United States corporations are to be understood 
as profits arrived at after deduction of state 
income tax. The rates of the profits tax are to 
be doubled under Mr. Dalton’s new budget pro- 
posals, introduced in the House of Commons on 
November 12, 1947. 

2In order to avoid confusion, dollars are sub- 
stituted for pounds sterling throughout, sterling 
being converted into dollars at the rate of #4 
to the pound. The English ‘‘Inland Revenue’”’ 
is referred to as the ‘‘Department of Internal 
Revenue.’’ 


The author, a member of the staff of Alfred R. Bachrach & 
Company, New York City, formerly was associated with an 
English firm specializing in questions of international law 
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shareholders as dividends. None of the indi- 
vidual shareholders are liable to income tax 
(because their personal exemptions exceed 
their individual incomes). In this case, the 
shareholders will claim from the Department 
of Internal Revenue refund to them of the 
$45,000 income tax paid by the corporation. 
They will have received, therefore, $100,000 
in all, which is, of course, their corporation’s 
full income for the year. 


Example 2 


The facts are the same as in the first 
example, as far as the corporation is con- 
cerned, but each of the individual share- 
holders has income of $20,000, all in dividends 
from the corporation. All the shareholders 
will, therefore, be liable to income tax at 
standard rate on $20,000 (disregarding per- 
sonal exemptions, etc., and reduced rate on 
the first $500) and to surtax on $12,000. 
Income tax at standard rate having already 
been paid by the corporation, each of the 
individual shareholders will be called upon 
to pay the surtax only, which at the present 


rates totals $2,050 on $12,000, or 17.1 per 


cent. 


Example 3 


The corporation decides to conserve its 
cash resources and declares no dividends at 
all. It will pay $45,000 income tax at stand- 
ard rate and add the balance of $55,000 to 
its earned surplus. 

It will be seen from the foregoing that 
the corporation acts as collecting agent for 
the Department of Internal Revenue insofar 
as earnings are distributed in the form of 
dividends. (Examples 1 and 2.) The corpo- 
ration bears the burden of income tax only 


to the extent that profits are not distributed. 
(Example 3.) 


The position of the corporation in Ex- 
amples 1 and 2 can be likened to the Amer- 
ican employer’s withholding tax “at source” 
from his employees’ pay. Correspondingly, 
the position of the British shareholder in 
receipt of dividends can be compared to 
that of the American employee who re- 
ceives his wages “net,” i. e., after deduction 
of income tax. The American employee, in 
filing his federal income tax return, reports 
as income his total wages before withholding 
deductions, and in computing his tax liability 
takes credit for tax collected through with- 
holding from his wages. If for any reason 
the withholding exceeds the employee’s tax 
liability, he is entitled to a refund. If, on 
the other hand, the tax withholding does not 
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exhaust his total liability, he will be required 
to pay the balance. 

The English shareholder’s position is similar. 
In order fully to understand the parallel, 
let us return to example 1. The corpora- 
tion earns $100,000 (before taxes), or ten 
per cent, on its capital. It pays out its 
profits in full, viz., $45,000 to the Collector 
of Internal Revenue and the balance of 
$55,000 to its shareholders. There are 1,000 
shareholders, each holding one share of 
$1,000 par value. The position will then 
be as follows: 


(a) The corporation declares 
a dividend of ten per 
cent “grogs” . 0.5... $100 per share 


(b) Deducting therefrom in- 
come tax at standard 
rate of nine shillings 
on the pound (which 
income tax the corpo- 
ration has already paid 
or will pay to the In- 
ternal Revenue De- 
partment). ....65... 45 per share 


(c) Leaving the shareholder 
with ten per cent “net,” 
the amount of the divi- 
dend check 


Like the American employee, the British 
shareholder in his income tax return reports 
his dividends “gross,” i. e., $100 as per (a) 
in the above example. Again, like the 
American employee, the British shareholder, 
in computing his income tax liability, takes 
credit for the income tax deducted by the 
corporation “at source,” i. e., $45 as per (b) 
in the above example. 

The shareholder who, because of personal 
exemptions, is not liable to income tax at 
all, or liable only at the reduced rate, will 
obtain from the Department of Internal 
Revenue refund of the income tax withheld 
at source. Like the American employee, 
who receives a “withholding statement” 
from his employer, the English shareholder 
receives from his corporation, along with 
the dividend check (i. e., $55 as per (c) 
in above example), a “dividend voucher” set- 
ting forth the details under (a), (b) and (c). 

The refund procedure is simple: If the 
taxpayer attaches all dividend vouchers to 
his income tax return or claim form, the 
overpayment of tax evidenced by such 
vouchers, alone or in conjunction with other 
tax payment receipts, will be refunded by 
the Collector. More than one claim a year 
may be submitted. 
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As to the surtaxpaying shareholder, the 
reader will now appreciate that the $20,000 
dividend mentioned in example 2 as having 
been received by each of the shareholders 
is meant to be the “gross dividend.” It 
is on this gross dividend that the surtax 
of $2,050, or 17.1 per cent (at present surtax 
rates), is based. Each shareholder in that 
example will, therefore, be left with $8,950, 
or 44% per cent, after all tax payments 
(personal exemptions, etc., reduced rate 
on the first $500 of taxable income being 
disregarded), viz: 


(a) “Gross” dividend income, i. e., 
ten per cent gross on 200 
shares, of $1,000 par value 


(b) Less income tax at standard 
rate of nine shillings on the 
pound deducted by the cor- 
poration upon payment of 
the dividend, which income 
tax the corporation has al- 
ready paid or will pay to the 
Collector of Internal. Reve- 
nue 


(c) “Net” dividend income, i. e., 
ten per cent net on 200 shares 
of $1,000 par value each, the 


amount of the dividend check. 11,000 


(d) Less surtax on $12,000 gross 
excess of $20,000 gross in- 
come over $8,000 gross (sur- 
tax is paid directly by the 
individual). 


Final net income retained 
by the shareholder .....$ 8,950 


It will be seen that the English surtax- 
payer on dividend income is in a position 
similar, as far as the technique of income 
tax collection is concerned, to that of the 
American employee, whose tax withholding 
does not exhaust his income tax liability. 
Both have-to pay their excess liability direct 
to the Department of Internal Revenue.’ 


Bearing in mind that the English cor- 
poration acts as agent for the Collector of 
Internal Revenue as far as dividend pay- 


3In connection with the surtax-paying divi- 
dend recipient, it may be mentioned that as a 
corollary of the absence of a ‘‘double taxation’”’ 
feature, the problem of ‘‘unreasonable’’ com- 
pensation does not arise in English tax law. 
The combined income tax liability of corpora- 
tion and individuals is the same irrespective of 
whether the corporation profits are paid out in 
the shape of dividends or as salaries. Assume 
that an English corporation pays out all its 
income of £100,000 to its shareholder-director 
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ments are concerned, we are now able to 
compare the net impact of the United States 
and English tax laws on distributed corpo- 
ration profits. Note below the comparison 
between the net income (i. e., after income 
tax) left in the hand of an individual Amer- 
ican and individual Englishman: 


(a) The business, making $100,000 profit 
per annum, is carried on by the individual 
himself. The net income after payment of 
income tax for the Englishman is $20,650; 
for the American, it is $36,046, or seventy- 
four per cent greater. 


(b) The business, making $100,000 profit 
per annum, is carried on by a corporation, 
wholly owned by the individual, to whom 
the corporation pays out the available profit 
in full, The net income in the hands of an 
individual Englishman after payment of tax 
at standard rates and surtax is $20,650. An 
individual American, after paying all United 
States normal tax and surtax, has a net in- 
come of $27,914, or thirty-five per cent 
greater. 


These figures show that incorporation of 
the business making $100,000 annual profit, 
whittles the American sole shareholder’s tax 
advantage to less than one half, because of 
the presence in the American tax structure, 
and absence in the English, of the “double 
taxation” feature. In fact, if the balance of 
the $100,000 corporation profit after tax was 
distributed not to a sole shareholder but to a 
number of individuals, all with incomes be- 
low the personal exemption limits, the 
American shareholders would be left with 
dividends totaling $62,000, whereas English 
shareholders, because of the refund. due 
them from the Department of Internal Rev- 
enue (see above example 1), would enjoy the 
full $100,000 earned by the corporation. 
Surely this is one of the rare cases in which 
the English taxpayer is better off than the 
American. 

The “double taxation” feature of our tax 
law is, indeed, detrimental to the flow of 
investment funds into productive enterprise. 
It is to be hoped that the expected reform 
of our income tax law will recognize this fact 
and scale down substantially the weight of 
“double taxation” on distributed corporation 
profits. [The End] 


as extra remuneration. The assessment on the 
corporation will be nil, while the sole share- 
holder-director will pay income tax at standard 
rate of £100,000 and surtax on £98,000. If the 
corporation, on the other hand, had chosen to 
distribute the £100,000 as dividends to its sole 
shareholder-director, it would pay income tax 
at standard rate on £100,000, while the share- 
holder-director would pay the surtax directly on 
£98,000. The net result is the same in both 
cases. 
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TAX-WISE—Continued from page 292 


A Little Theory Now and Then 


The tax man, in his search for the practical 
application of the tax law, has little patience 
for the theory which prompted its enact- 
ment. But breathes there a tax man with 
soul so dead who never to himself hath 
said: “What the hell is the theory of Adam 
Smith, Mills, Keynes, Harris, Schlichter, 
Hansen, Ruml and others?” 


Believing that there are many who, in 
their spare time, would like to learn some- 
thing about such things as theory, we offer 
you a short course of instruction, without 
any down payment—in fact, without any 
payment whatsoever. 


We will suggest from time to time a few 
books written from the theoretical view- 
point to be added to the tax man’s library 
to balance the practical works on tax law 
and accounting that he usually has. These 
will not necessarily be recently published 
books, as are those we have in mind at this 
time. The reason for this suggestion is not 


obvious, but nevertheless seems cogent. It 


is fairly safe to assume, with certain excep- 
tions, that we shall have a new federal reve- 
nue bill each year. There is now a question 
in the minds of the legislators as to whether 
a tax revision or a tax reduction is better 
for the economy. The federal agencies have 
at their disposal the best brains in the realm 
of the theoretical application of the tax 
bite. The legislators can call for advice 
upon these and upon the administrative 
brains of the Bureau. Too often, the legis- 
lator’s idea of a good tax law coincides with 
Colbert’s: “That which plucks the goose’s 
feathers with the least amount of hissing.” 


Who but the tax man is in the best posi- 
tion to give advice the legislator can use 
on the enactment of a new tax law? His 
experience is with the practical application 
of the sections of the Code. Sometimes he 
is inclined to shirk this duty and then com- 
plain of the lack of thought exhibited in 
the drafting of the measure. Sometimes 
this impatience with the theorist is due to 
a misunderstanding of the relationship of 
the tax system to the economy to the debt 
to the services demanded of the government. 


So throw out a few of those old pamphlets 
that you have never read anyway, and make 
way for a few books that will help you to 
make better suggestions the next time the 


tax law comes up for revision in the Con- 
gress. 


Tcx-Wise 


We recommend starting with Viewpoints 
on Public Finance, edited by Harold M. 
Groves, and published by Henry Holt & 
Company, Inc. ($4.25),*and The Economic 
Reports of the President, Reynal & Hitch- 
cock ($2.50), reviewed on page 367 of this 
issue, 


Tax-Conscious Management 


We found this editorial on the functions 
of a tax department in the February issue 
of The Tax Executive, the bulletin of the 
Tax Executives Institute: 

“Less than a decade ago, a tax department 
was a unique feature in all but the largest 
corporations in the country. Yet today vir- 
tually every large company has found the 
services of a skilled tax staff indispensable 
to its operations. 


“This rapid evolution of the corporate tax 
department has been due principally to the 
phenomenal increase in the volume and com- 
plexity of our tax systems, federal, state, 
and local, during this same period. 


“It has not been too many years ago 
when complaints were voiced against a 
federal income tax rate of 13%; when state 
income taxes were uncommon and municipal 
income taxes were unheard of; when gross 
receipts, sales, and use taxes were known 
only to students of foreign tax systems, and 
when social security and withholding taxes 
were mere economic abstractions. Yet a 
decade of economic collapse and recovery 
followed by the Second World War has 
made each of these types of taxes common- 
place and caused a 38% federal income tax 


to be accepted with resignation if not com- 
placency. 


“Progressive corporate management has 
proved alert to these major developments in 
our tax structure and has been quick to 
appreciate the need for an internal tax staff 
to handle all matters relating to taxation. 
But despite this awakened tax conscious- 
ness, it is probably the exception rather than 
the rule where the corporate tax department 
is permitted to develop its fullest poten- 
tialities. This is due at least in part, to 
the failure of the corporate tax executive 
to present to his management the multiple 
functions of an adequately staffed tax de- 
partment with proper means of access to 
the top management group. 


“Unfortunately, there are still many cor- 
porations who conceive a tax department’s 
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functions to be merely the preparation of 


tax returns and payment of taxes. As long 
as this misconception prevails, the corpo- 
rate tax department will find it difficult to 
attain its fullest capacity for service. Thus 
every corporate tax executive should make 
an effort intimately, to acquaint management 
with the various functions of his department, 
the more important of which will be com- 
mented upon briefly. 


“J. Determination of Tax Liabilities— 
Before a return is filed or a tax paid, it is 
first essential to determine if an enforceable, 
legal liability exists. By the same token 
it is equally important that every tax lia- 
bility be promptly ascertained in order to 
prevent the compounding of the liability 
through interest and penalties. 


“2. Analysis of Current Tax Legislation 
—The initial determination of tax liability is 
not a static problem since tax laws are being 
enacted, amended and repealed constantly. 
A continuing study of current tax legislation, 
federal, state and local, is a major respon- 
sibility of every corporate tax department. 

“3. Establishment of Internal Accounting 
Procedures—The correct accounting treat- 
ment accorded business transations will not 
only facilitate the preparation of tax returns 
but, in many cases, will actually control the 
amount of tax payable. Mutually satis- 
factory results can only be obtained by the 
closest cooperation between a company’s 
tax and accounting departments, although 
it may be seriously questioned if this factor 
alone justifies the establishment of the de- 
partment as a subordinate unit in the ac- 
counting division. 


“4. Preparation and Payment of Tax 
Returns—This entails a careful analysis of 
accounting records, the proper classification 
of transactions for tax purposes, and an up- 
to-the-minute knowledge of current legis- 
lation, administrative regulations and court 
decisions if expensive mistakes are to be 
avoided. Close attention must also be given 
statutory due dates to prevent imposition of 
interest and penalties. 


ce 


5. Settlement of Tax Returns—Many 
types of tax returns involve matters of 
judgment which the tax department must 
make. Later, upon examination of the re- 
turns, the tax department will be obliged to 
defend the treatment of the transaction in 
the original return. A competent tax de- 
partment can save large sums by making 
satisfactory settlements with the taxing au- 
thorities. This is not to say that competent 
tax counsel is not often required, but in such 
an event, the tax department can always 
prove of great assistance in the preparation 


of any case, and in most cases actually write 
the protests and petitions. 


“6. Maintenance of Tax ‘Dockets and 
Records—The tax department should main- 
tain a record showing any questionable or 
unusual features in each tax return in order 
to permit claim for refund as a result of 
retroactive laws, new regulations and court 
decisions. Other records should show the 
status of each unsettled tax so that no statu- 
tory period is allowed to expire without ap- 
propriate action being taken. 


“7. Evaluation of Management Policies 
From Tax Standpoint—Perhaps the great- 
est opportunity for service lies in this field 
since the proper timing and arrangement 
of management policies may result in size- 
able tax savings. Any corporation which 
neglects to secure an appraisal of the tax 
consequences of major operating plans is 
undoubtedly failing to obtain the principal 
benefit of its tax department. 


“8. Appraisal of Future Tax Trends—A 
tax department should keep managment in- 
formed of pending and proposed tax legis- 
lation which may have material bearing on 
operating policies, but may not be in a posi- 
tion to do so, if understaffed. 


“9. Betterment of Tax Administration 
Standards—Cooperation with state, federal 
and local taxing authorities will serve to 
improve as well as reduce the cost of admin- 
istration and compliance. 


“10. Development of Sound Tax Legisla- 
tion—In conjunction with trade associa- 
tions, taxpayers organizations, professional 
societies and similar groups, a corporate tax 
department can participate in reputable 
efforts to improve our various tax systems, 
by eliminating inequities, closing loopholes 
and seeking simplicity. 

“Obviously, the efforts of a corporate tax 
department to acquit each of these responsi- 
bilities will be greatly handicapped unless 
it is adequately staffed. It is equally true 
that management will not be readily induced 
to expand a tax department until it is aware 
of, or convinced as to its importance, the 
wide range of its activities and the great 
opportunities which it presents for tax 
savings. 


“It is and always has been the duty of 
every tax executive to foster a fuller ap- 
preciation of the corporate tax executive 
by management. We are all familiar with 
the outstanding results accomplished for the 
corporate accountant. With capable lead- 


ership and the support of our members, the 
TEI [Tax Executives Institute] can look 
[The End] 
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forward to equal success.” 
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Pointers in Bad Debts, 


Worthless Securities and Other 


Business Losses 


THIS PAPER, FROM A LECTURE BEFORE THE NEW YORK UNI- 
VERSITY SIXTH ANNUAL INSTITUTE ON FEDERAL TAXATION, 
NOVEMBER, 1947, IS REPRINTED BY PERMISSION OF NEW YORK 
UNIVERSITY AND MATTHEW BENDER & COMPANY, PUBLISHERS OF 
THE PROCEEDINGS OF THE INSTITUTE .. . By CHARLES W. TYE 


fens TAX TREATMENT of bad debts, 
worthless securities and other business 
losses is one of the most controversial 
of all tax subjects. An 
large volume of litigation has resulted. 
Since litigation is expensive and protracted, 
all taxpayers and their counsel should make 
every effort to avoid it. It is hoped that 
the following pointers and illustrative cases 
will assist in minimizing unwarranted liti- 
gation since a review of the many recent 
cases discloses that the taxpayer’s chief 
difficulty is meeting the requisite burden 
of proof. 


Bad Debts 


The Code?’ provides two methods for the 
deduction of bad debts other than nonbusi- 
ness bad debts: (1) the deduction of spe- 
cific bad debts in whole or in part; (2) the 
deduction of a reasonable addition to a re- 
serve for bad debts. As a rule, either 
method is available; but once a method is 
elected, it may not be changed in subsequent 
years without the Commissioner’s consent.” 
Nor is it permissible to utilize a combina- 
tion of methods. Although the specific de- 
duction method may be used by all taxpayers, 





1 Section 23(k)1. 

* Regulations 111, Section 29.23(k)-1(a); I. T. 
1615, II-1 CB 98. Usually, application must be 
made at least thirty days prior to the close of 
the taxable year. Cf. Rossin & Sons, Inc. v. 
Commissioner [40-2 ustc { 9594], 113 F. (2d) 
652, holding that this thirty-day requirement of 
notice is waived if the Commissioner accepts 
and approves the return. 


Business Losses 


unnecessarily - 


only those having large numbers of notes 
and accounts receivable are given the option 
to use the reserve method. Further,.except 
in the case of banks and loan and finance 
companies engaged in debt-creating trans- 
actions, the reserve method may not be used 
if the taxpayer is on the cash or installment 
method of accounting.” Taxpayers who 
contemplate changing from the reserve to 
the specific method, to the extent Sec- 
tion 22(b)(12) is inapplicable, must include 
the reserve balance at the beginning of the 
year of change in income for that year.* 


The 1942 Act made major changes in the 
procedure for the deduction of bad debts. 
No longer is it required under the Code‘ 
that the debts be “ascertained to be worth- 
less and charged off within the taxable year.” 
Retroactive to taxable years beginning after 
December 31, 1938, bad deb:s, except where 
partially deducted, are now allowed if they 





371. T. 1644, II-1 CB 99; Voliva v. Commis- 
sioner [1 ustc {§ 448], 36 F. (2d) 212; Iowa 
Guarantee Mortgage Corporation [CCH Dec. 
8082], 28 BTA 213, aff'd [1934 CCH { 9479] 73 
F. (2d) 217; First National Bank of Omaha 
[CCH Dec. 5590], 17 BTA 1358, aff'd [2 vustc 
{ 720] 49 F. (2d) 70. Cf. Shield Company, Inc. 
[CCH Dec. 13,511]. 2 TC 763, regarding the 
adequacy of the addition to the reserve. 

+I. T. 2348, VI-1 CB 67; Peabody Coal Com- 
pany [CCH Dec. 5812], 18 BTA 1081, aff'd 
[1932 CCH { 9003] 55 F. (2d) 7, cert. den. 287 
U. S. 605. See M. & E. Corporation [CCH Dec. 
15,496], 7 TC 1276, regarding the tax treatment 
of unused reserve balance under’ Section 
22(b) (12). 

5 Section 23(k)(1), as amended by Section 124 
(a), 1942 Act. 
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actually became worthless within the tax- 
able year. Thus, ascertainment and charge- 
off are no longer required. The 1942 Act 
also permitted the filing of refund claims 
within seven years (rather than three years) 
from the date prescribed by law for filing 
returns for the year in which the debts not 
theretofore taken should have been taken as 
being actually worthless.6 This seven-year 
statute also applies to worthless securities 
treated as capital losses under Sections 23 


(i)(2) and (3). 


The following specific pointers should be 
noted in determining what requirements 
must be met in order to take a bad debt 
deduction: 


(1) There must be a valid and enforce- 
able debt at the time of its creation, 
as well as thereafter.’ 

The debt must run directly or deriva- 
tively to the taxpayer.® 

-The debt must have value when ac- 
quired; i. e., a loan with no expecta- 
tion of repayment is not deductible.’ 
Certain debts are not deductible un- 
less the amounts were previously in- 
cluded in taxable income (i. e., unpaid 
salary, rent and interest).” 


The taxpayer must prove actual worth- 
lessness in the year claimed. ‘This 
may necessitate proof that the debt 
had some value on the last day of 
the preceding taxable year.” 


Ordinarily the breach of a contract 
does not result in a debtor-creditor 
relationship out of which a bad debt 
deduction is allowable.” 

There must have been a reasonable 
effort by the taxpayer-creditor to col- 
lect the debt. This does not neces- 
sarily require the institution of legal 
proceedings, since the debtor’s finan- 
cial status may render futile the filing 
of an action merely to have additional 
proof of worthlessness.* 


6 Section 322(b)(5), added by Section 169(a), 
1942 Act. 

7 Anderson [CCH Dec. 14.682], 5 TC 482; Kin- 
kead v. Commissioner [1934 CCH { 9333], 71 F. 
(2d) 522. 

5’ Burnet v. Howell, 59 F. (2d) 1053. 

® Houston Chronicle Publishing Company 
[CCH Dee. 14,101], 3 TC 1233. ° 

” This represents an exception to the usual 
rule. 

11 Fahnestock [CCH Dec. 13,503], 2 TC 756. 

12 Lewellyn v. Electric Reduction Company [1 
ustc f 260], 275 U. S. 243. 

1% Dennison [CCH Dec. 14.406], 4 TC 806; Sim- 
mons [CCH Dec. 14,280], 4 TC 478: E. B. Elliott 
Company [CCH Dec. 12,075], 45 BTA 82. 
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(8) A debt represented by an unmatured 
note may be worthless, and should be 
deducted even though the note has 
not matured.” 


The cases covering these points are in- 
finite. However, one thing stands out in 
most of them: the most frequent source of 
disallowance is failure of the taxpayer to 
prove actual worthlessness in the year 
claimed. The pre-1942 debt cases are not 
too important in this regard, and must be 
read in the light of the 1942 amendments 
only. However, since worthless stock losses 
have always been deducted in the year of 
worthlessness (without the necessity of 
ascertainment and charge-off), these cases 
should be examined, together with the post- 
1942 bad debt cases, to determine the de- 
gree and quantum of proof necessary to 
establish that a bad debt has become worth- 
less. As in the stock loss cases, in the bad 
debt cases the courts are looking for an 
“identifiable event” as a basis for allow- 
ance. An indication that the courts will lean 
heavily on the worthless securities cases is 
the following statement by the Tax Court: 


“The San Joaquin Brick Company case in- 
volved a deduction for worthless stock 
which, under Section 23(e) of the Internal 
Revenue Code, must be taken in the year 
in which the loss is sustained by reason of 
the stock actually becoming worthless; but 
since the amendment of Section 23(k)(1) 
of the Internal Revenue Code by Section 124 
of the Revenue Act of 1942, the considera- 
tions underlying the determination in the 
San Joaquin Brick Company case are equally 
the determination under Section 23(k)(1).” ” 


Apart from the “identifiable event” or 
other substantial evidence as to worthless- 
ness, the item claimed as a deduction must 
actually qualify as a bad debt. 


Bad Debts Distinguished 


Bad debts must be distinguished from 
gifts and contributions to capital, as well as 


from losses. A gift usually can be distin- 
guished from a debt on the basis of the 
donative intent essential to a gift. Simi- 
larly, intent is important in the determination 
of whether advances to a corporation by a 


4 This is especially important under the pres- 
ent rule, which does not require charge-off or 
ascertainment, 

1% San Joaquin Brick Company v. Commis- 
sioner {42-2 ustc { 9629], 130 F. (2d) 220. See 
also U. 8. v. White Dental Manufacturing Com- 
pany [1 ustc { 235], 274 U. S. 398; Morton [CCH 
Dec. 10,517], 38 BTA 1270, aff’d [40-2 ustc J 9495] 
112 F. (2d) 320. 
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stockholder were capital contributions or 
loans. Intent is particularly important for 
a closely held corporation. Ordinarily, it 
would not be safe to make an advance with- 
out taking back the corporation’s note where 
a stockholder intended a loan rather than a 
contribution to capital. 


Three recent Tax Court cases illustrate 
the ramifications of the problem. In the 
Ellisberg case, the taxpayer’s son went into 
the retail business. The father furnished 
him both credit and capital since the son 
had no resources of his own. Shortly there- 
after the son borrowed from the bank, and 
the father endorsed the notes given for such 
loans. Later the son could not pay the 
notes, and the father gave his personal note 
to the bank in payment of the son’s notes. 
The son then went through bankruptcy and 
was discharged, but did not list his father 
as a creditor. Nor did the father file a 
claim. In 1941 the father paid the bank, 
and claimed a bad debt deduction on his tax 
return. The court held that from all the 
evidence, the transaction disclosed an in- 
tent at the time of the endorsement that no 
real liability should attach to the son, and 
therefore the entire transaction ought to 
be treated as being in the nature of a gift. 


The next case, Ethel S. White and R. L. 
White™ involved advances on open account 
by the controlling stockholder to the corpo- 
ration. Here the controlling stockholders 
made substantial advances from 1930 to 
1942 on open account, and during this period 
withdrew substantial amounts. In 1933, 
because of the depression, the corporation 
became inactive and dormant, and remained 
so until liquidated in 1942. However, ac- 
cording to the testimony, it always intended 
to resume operations when business condi- 
tions warranted, but by that time the tax- 
payer’s personal circumstances prevented it. 
The debts unpaid after liquidation (there 
being no other creditors) were claimed as 
deductions in 1942. The Tax Court held 
such advances to be loans and not invest- 
ments in the corporation, the intent to make 
loans being supported by the evidence. The 
Tax Court failed to discern any difference 
in principle between advancing sums for 
business operations while a company is 
actively operating, the sums advanced for 
incidental expenses for conservation of its 
property while the business is temporarily 
dormant awaiting the return of business con- 
ditions which could justify resumption of 
activity. However, this situation must be 





7%® [CCH Dec. 16,026] 9 TC —, No. 65. 
** [CCH Dec. 16,052(M)] 6 TCM 1038 (1947). 


Business Losses 





. 


distinguished from advances made to an in- 
solvent company with no expectation of 
repayment, since then no true debt is created. 


The last case™ involves a hybrid situa- 
tion, i. e., advances covered by a self-liqui- 
dating collateral note. In this case, the 
taxpayer’s attorney organized a corporation 
to take over and operate the assets and 
business of its debtor in receivership, and 
for this purpose advanced to the attorney 
$7,000 with which to pay for the stock of 
the new company. Later an additional 
$6,000 was advanced. Both advances were 
represented by demand notes from the at- 
torney to the taxpayer, with the stock so 
acquired as collateral, which notes recited 
that the maker had no obligation on the 
notes beyond the collateral. The venture 
was unsuccessful, and upon liquidation of 
the corporation the attorney was left with 
only $600 after payment of general cred- 
itors. The taxpayer claimed a bad debt 
deduction on the attorney’s notes. The Tax 
Court held that no true indebtedness for 
which a bad debt deduction could be allowed 
existed, since the taxpayer could have de- 
clared ownership of the deposited collateral 
at any time and canceled the notes. 


Janeway Decision 


Another interesting case is the Janeway 
decision.” There all the stock of a corpo- 
ration was issued to individuals who ad- 
vanced it funds on ordinary promissory 
notes. The stock, however, was issued in 
proportion to the amount of these advances. 
Both the Tax Court and the Circuit Court 
of Appeals held that the advances were 
actually capital contributions and not loans. 


In most cases it is also very important 
to distinguish between bad debts and losses,” 
not only because the seven-year statute of 
limitations under Section 322(h)(5) applies 
only to bad debts and worthless securities, 
but also because losses of an individual, 
other than certain so-called casualty losses, 
are deductible only if incurred in trade or 
business or in a transaction entered into for 
profit, while bad debts are deductible by all 





18 McClure-Tritchler-Parrish Company [CCH 
Dec. 16,037(M)], 6 TCM — (1947). 

19 [CCH Dec. 13,290] 2 TC 197; aff’d [45-1 ustc 
| 9162] 147 F. (2d) 602. 

2 Cf. John Wanamaker, Philadelphia v. Com- 
missioner [44-1 ustc { 9124], 139 F. (2d) 644; 
Bunker Hill & Sullivan Mining & Concentrating 
Company [CCH Dec. 13,180], 1 TC 1057; Spring 
City Foundry Company v. Commissioner [4 ustc 
1276], 292 U. S. 182; Hanes [CCH Dec. 13,299], 
2 TC 213. 
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taxpayers, although different tax treatment 
is accorded nonbusiness bad debts.” 


An illustration of a situation in which the 
distinction is unimportant is the recent Max 
Gross case.” There, after allowing the 
deduction representing advances to itinerant 
salesmen who absconded, the Tax Court 
specifically observed that the distinction be- 
tween a bad debt and an ordinary loss inci- 
dent to a business venture was unimportant 
under the circumstances. 


Debt Adjustment Transactions 


One of the more common types of bad 
debts is that which results from default 
on a mortgage investment. Here the mort- 
gagee can largely control his tax conse- 
quences, particularly when the mortgage is 
foreclosed. If the mortgage is foreclosed, 
the bad debt arises from the deficiency of 
the amount bid as against the amount of 
the mortgage indebtedness. 


The mortgagee may deduct ds a bad debt 
the difference between the debt and the 
amount realized if such deficiency is uncol- 
lectible.* If the mortgagee bids in the prop- 
erty at the foreclosure sale, he can, by 
bidding in at a low figure, increase his bad 
debt deduction. However, if he does bid in 
the property himself, he also realizes gain 
or loss measured by the difference between 
the bid price and the fair market value of 
the property.* This gain or loss is always 
a capital gain or loss unless the mortgage 
is a dealer in mortgages. Also, the bad debt 
must qualify as a “business” bad debt to be 
fully deductible; otherwise, it will be treated 
as a short-term capital loss.” 


Obviously, a low bid by the mortgagee will 
result in tax benefit since the gain, if long- 
term, is subject to the alternative rate. But 
one danger in a low bid is that the mortgagor 
may reclaim the property at the reduced bid 
price in those states having a redemption 
period. 


If the deficiency is uncollectible, as is 
usually the case, the bad debt becomes 
worthless in the year of foreclosure. The 
gain or loss, on the other hand, becomes 


21 Discussed infra. 

2 [CCH Dec. 16,053(M)] 6 TCM 1046 (1947). 

°3 Regulations 111, Section 29.23(k). 

*4 Helvering v. Hammel [41-1 ustc § 9169], 311 
U. S. 504; Nichols v. Commissioner [44-1 ustc 
| 9269], 141 F. (2d) 870, rev’g [CCH Dec. 12,914] 
1 TC 328. 

** Under these circumstances, both the bad 
debts and the loss, if any, on the acquisition of 
the property would be treated as capital losses. 
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final only after the redemption period has 
expired, or in the year of foreclosure if local 
law provides no redemption period.” 


The loss to a creditor who compromises a 
debt because of the true inability of the 
debtor to pay, is also treated as a bad debt 
unless the debt is evidenced by a corporate 
security. There must, of course, actually 
be a true indebtedness, as distinguished from 
the compromise of claimed contractual 
rights, before a bad debt deduction is per- 
mitted. Debts charged off and deducted by 
banks pursuant to the order of bank exam- 
iners are presumed to be worthless in the 
year charged off. They must be claimed as 
deductions in that year, if they are actually 
worthless; but in the event they are not 
claimed, the bank could, under the present 
rule, claim them in the year they actually 
became worthless even though they had 
been charged off by order of the examiners 
in the prior year.” 


Partial Worthlessness 


The 1942 change in the treatment of bad 
debts did not disturb the right of taxpayers 
to claim a debt which has become partially 
worthless, provided such partial worthless- 
ness is actually charged off within the tax- 
able year in which it is claimed. The 
charge-off is still required in the case of 
partial worthlessness, having been restored 
by the 1943 Act.* It is limited, however, to 
business bad debts, and is not allowed for 
nonbusiness bad debts or worthless security 
write-offs, except in the case of banks. 


However, a taxpayer is not required to 
claim the partial worthlessness of a bad debt, 
and if no claim is made, the entire debt can 
be deducted in the year in which it becomes 
entirely worthless. It should also be noted that 
the seven-year statute of limitations for re- 


2G. C. M. 19573, 1938-1 CB 214; Wellman v. 
U. 8S. [39-1 ustc {§ 9251], 25 F. Supp. 868. Cf. 
Heinemann & Company [CCH Dec. 10,921], 40 
BTA 1090, decided under prior law, but argu- 
able as presently applicable, even though the 
redemption period has not expired. 

27 Regulations 111, Sections 29.23(k)-1(c). Cf. 
Central National Bank of Richmond [CCH Dec. 
12,905], 1 TC 244. First National Bank of Fort 
Worth v. Commissioner [44-1 ustc { 9221], 140 
F. (2d) 938, is an important decision which 
should be carefully reviewed. 

28 Section 113, 1943 Act, changed the partial 
bad debt language back to its original language. 
See Senate Report No. 627, 78th Congress, 1st 
Session, p. 43 (1944 CB 973, 1005). Cf. Fahne- 
stock, supra, footnote 11, in which the Tax Court 
pointed out the disadvantages which resulted 
from a literal interpretation of the original 1942 
amendments. 
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fund claims is not applicable to partially 
worthless debts, the three-year statute being 
applicable.” Whether a debt is partially 
worthless is essentially factual, and the same 
tests of establishing total worthlessness are 
equally applicable.” For example, a partial 
bad debt deduction may not be obtained by 
the voluntary release of the collateral held 
as security when the value of the collateral 
as a whole is in excess of the indebtedness.” 


Although the statutory language relating 
to partial worthlessness indicates that allow- 
ance is solely discretionary with the Com- 
missioner, the courts have never given the 
law this effect. The discretion is legal rather 
than factual, and must be reasonably exer- 
cised, although the Bureau continues to 
insist that some closed transaction or identify- 
ing event take place to warrant a partial 
worthlessness deduction. The courts, how- 
ever, have criticized this strict rule.” 


The Regulations ® provide for a reduction 
of the deduction, where the debt finally be- 
comes wholly worthless, by the amount or 
amounts previously deducted. The principle 
was approved by the Circuit Court in First 
National Bank of Fort Worth v. Commis- 


sioner,™ reversing the Tax Court, which had. 


overlooked it. 


Nonbusiness Bad Debts 


Since 1942 taxpayers have been entitled 
to deduct certain so-called nonbusiness 
debts, other than a debt evidenced by a secu- 
rity, upon their becoming worthless.” How- 
ever, the loss resulting therefrom is 
considered a loss from the sale or exchange 
of a capital asset held for not more than six 
months, i.e.,.a short-term capital loss sub- 
ject to the limitations on capital losses. 
Thus, the loss may be used only to reduce 
gains, plus $1,000 per year against ordinary 
income, but the five-year carry-over provi- 
sion is applicable. These special provisions 
apply only to individuals, and the debt must 
be entirely worthless, partial worthlessness 


not being allowed as in the case of business 
bad debts. . 





* Section 322(b)(5) applies only to wholly 
worthless debts, 

*See Jagels v. Commissioner [1934 CCH 
{ 9410], 72 F. (2d) 925. 

3% O’Bryan Brothers, Inc. v. Commissioner 
(42-1 ustc ] 10,176], 127 F. (2d) 645, cert. den. 
317 U. S. 647. 

32 Ross v. Commissioner [4 ustc { 1325], 72 F. 
(2d) 122. 

% Regulations 111, Sections 29.3(k)-1(b). 

% Supra, footnote 27. 

% Code Section 23(k) (4). 
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The recent Tax Court decision in the case 
of Robert Cluett, 3rd," aptly illustrates the 
contemplated scope of Section 23(k)(4). In 
this case the taxpayer had been a member 
of the New York Stock Exchange since 
1923. In 1929 the membership was increased 
by one fourth, and each member was given 
the right to transfer his proportionate share 
of an additional membership within three 
years. The taxpayer sold his share for cash 
and notes, and reported his gain on the 
transaction. However, the purchaser became 
bankrupt in 1942, after reducing the out- 
standing indebtedness to $35,000. In 1943 
the taxpayer received $6,014.43 from the 
bankrupt estate, and the balance of $28,485.97 
became worthless in 1943. The Commis- 
sioner assessed a deficiency, holding that the 
deduction was a nonbusiness debt, deductible 
against ordinary income only to the extent 
of $1,000. Although it was agreed that the 
taxpayer was not engaged in the business of 
selling seats on the exchange, the taxpayer 
urged that the loss resulted directly from the 
operation of the business in which he was 
regularly engaged. The Tax Court stated 
the character of the debt should be deter- 
mined by its relation to the taxpayer’s busi- 
ness, and if that relation is a proximate one 
in the conduct of his business at the time the 
debt becomes worthless, the debt is a busi- 
ness bad debt. Accordingly, the Tax Court 
allowed a full deduction as a business bad 
debt. 


The decision is particularly important as a 
guide to the determination of whether the 
claimed bad debt is a business or nonbusi- 
ness debt under Section 23(k)(4). The Tax 
Court indicated that if the debt constituted 
a loan to a friend or relative or was merely 
an isolated transaction bearing no casual 
relation to the taxpayer’s business, the debt 
would then be deductible, if at all, under the 
nonbusiness category. 


Treatment of Worthless Securities 


Losses on stocks and bonds, except as 
hereinafter specified, as defined in Sections 
23(g) and (k), which become worthless dur- 
ing the taxable year are deductible as capital 
losses, usually as long-term losses. They are 
assumed to occur on the last day of the tax- 
able year, with the result that the holding 
period carries through to such date. Partial 
worthlessness is not permitted, except in the 
case of banks.” 





36 [CCH Dec. 15,830] 8 TC 1178. 
317 Code Section 23(k) (3). 


The question of when a stock or bond 
becomes worthless resulted in so much liti- 
gation that Congress, in recognition of the 
difficulty of establishing worthlessness, has 
also extended the refund period to seven 
years. There is, of course, no “rule of thumb” 
as to when a security becomes worthless, 
except the negative rule that mere gradual 
shrinkage in value will not sustain a claim 
of worthlessness.* The establishment of the 
claim of worthlessness is essentially a factual 
matter; consequently, the following salient 
points should always be considered: 


(1) The burden of proof is on the tax- 
payer. 

Thus, adequacy of proof is paramount. 
Perhaps the outstanding illustrative case as 
to the adequacy of proof is G. E. Employees 
Securities Corporation v. Manning,” involving 
the stock of the Middle West Utilities Com- 
pany. This case should be carefully reviewed 
by taxpayers claiming worthless stock losses. 
In addition, two recent Tax Court decisions 
indicate the quantum of evidence sufficient 
to offset the Bureau’s contrary claim of 
worthlessness. 


In the Peck case“ the taxpayers pur- 
chased preferred stock of the Osmo Garden 
Company in 1937 and 1938, and sold it in 
1941 at a loss to the owner of the common 
stock of the company. The Commissioner 
denied the long-term capital loss on the 
grounds that the stock became worthless in 
some prior year. The Tax Court, however, 
allowed the long-term capital loss on the 
basis of evidence that no losses were claimed 
in prior years, that the sales were bona fide, 
and that the corporation had some assets 
and no liabilities at the end of 1940. 


In the Green case * the taxpayers acquired 
stock of the Southwest National Bank at 
Dallas upon the death of the father and 


husband. In 1925 Southwest transferred 
assets to another bank, which returned them 
later to the liquidating agent of Southwest. 
The returned assets had been acquired at a 
cost in excess of $2,000,000. In 1931 the 
value of the assets was about $167,000, while 
its liabilities were only about $58,000. In 
1941 losses on account of worthlessness 
were claimed, but the Commissioner disal- 
lowed them. In 1943 the stock was sold to 
strangers in arm’s-length transactions, and 
long-term capital losses were claimed. The 


% Regulations 111, Section 29.23(e)(4). Cf. 
De Loss v. Commissioner [1 vustc { 333], 28 F. 
(2d) 803. 

8 [43-2 ustc § 9563] 137 F. (2d) 637. 

“ [CCH Dec. 16,043(M)] 6 TCM 1035 (1947). 

*1 [CCH Dec. 16,044(M)] 6 TCM 1036 (1947). 
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Commissioner then disallowed on the ground 
that the stock became worthless in a prior 
year. However, the Tax Court refused to 
follow the Commissioner’s view, and allowed 
the capital loss offset because the evidence 
showed some value in 1925 and 1931, and the 
liquidating agent’s statements had always 
shown an excess of assets over liabilities. 
An important feature of the case was the 
refusal of the court to follow a former Board 
ruling that this stock became worthless in 
1925, because the instant taxpayers were 
not parties to that action and no evidence 
of the return of Southwest’s assets to its 
liquidating agent had been introduced in the 
prior action. 


(2) Either the taxpayer must show an 
identifiable event, or in the absence thereof 
there must be sufficient other evidence that 
the security is actually worthless in the year 
claimed.” 


For example, in the Thompson case® it 
was Stated: 


“Where a company is in the process of 
gradual but consistent deterioration, 
selection of any specific point at which the 
steadily vanishing value finally disappears 
is a task so difficult as to be virtually impos- 
sible... . And at least in the absence of evi- 
dence or suggestion that the tax year -in 
issue was selected by petitioner because of 
an unusual tax advantage to be gained at 
that time rather than for bona fide reasons 
of business judgment, we are reluctant to 
insist that deduction in the present year was 
in error.” 


(3) Evidence of the time of worthlessness 
must be shown, 1. e., the taxpayer usually 
should show some value at the beginning 
of the year since if there was none, it could 
not have become worthless during the tax- 
able year. 


The Supreme Court decision in Boehm v. 
Commissioner“ is important in this regard. 
The Supreme Court rejected the contention 
of the taxpayer that the controlling test of 
worthlessness should be a subjective one, 
depending upon the taxpayer’s reasonable 
and honest belief as to worthlessness and 
supported by the taxpayer’s acts and con- 
duct. Rather, the Court held, the test is a 
practical realistic one in which all pertinent 
facts are open for inspection, regardless of 
their objective or subjective nature. 


“Cf. U. 8S. v. White Dental Manufacturing 
Company, supra, footnote 15. 

48 [CCH Dec. 12,144] BTA memo. op. (October 
15, 1941). Cf. Iron Fireman Manufacturing 
Company [CCH Dec. 14,679], 5 TC 452. 

4 [45-2 ustc {| 9448] 326 U. S. 387. 
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(4) In many cases, if possible, it is prefer- 
able to sell securities which are becoming 
worthless since then the loss is usually al- 
lowed without question. 


However, if the security has actually be- 
come worthless in a prior year, sale of it 
does not postpone the deductibility of the 
loss. Thus, deduction ‘has been denied in 
several cases for the year of sale upon proof 
that worthlessness occurred in a prior year.” 
These decisions seem extremely harsh in 
those situations where the taxpayer had no 
real knowledge or facts as to the prior worth- 
lessness of the securities. A case in point is 
a recent Tax Court decision“ which held 
that if at the beginning of the taxable year 
the market value of the security is purely 
nominal, worthlessness is deemed to have 
occurred prior to the year of sale. 


(5) Since worthlessness must be claimed 
in the year the security first became worth- 
less, it should be claimed as soon as facts 
warrant a claim of worthlessness. 


For example, the fact that stockholders 
are permitted to participate in a plan of re- 
organization, but only upon the basis of pay- 
ment by them of the total purchase price of 
the new stock, will not prevent the old stock 
from being held worthless.“ 


Worthless stock rights, if acquired by 
purchase, also result in capital loss. If they 
have been acquired as a result of stock own- 
ership, no deduction is allowed upon their 
becoming worthless since their receipt was 
not taxable.* The test of worthlessness is 
somewhat different in the case of bonds; 
usually. they are not worthless as long as 
some assets with which to make payments 
are available. 


There are three exceptions” in the case 
of stocks and four in the case of bonds,” in 
connection with the above tax treatment of 


worthlessness. In the case of stock, they 
are: 


(1) Stock held by a dealer for sale to cus- 
tomers in the regular course of business. 


* Pearsall [CCH Dec. 3500], 10 BTA 467; 
Moyer [CCH Dec. 9660], 35 BTA 1155. In the 
recent Chesley case [CCH Dec. 15,498(M)], 5 
TCM 995, worthlessness in a year prior to sale 
is comprehensively considered. 

“Colt [CCH Dec. 13,982(M)], 3 TCM 546 
(1944). 

* Bartlett v. Commissioner [40-2 usrc {| 9660], 
114 F. (2d) 634; U. S. v. Paine [40-1 ustc {] 9277], 
31 F. Supp. 898. 

8 St. Lowis Union Trust Company [CCH Dec. 
8507], 30 BTA 370. 

** Code Sections 23(g)(4), 127(a)(3). 

5% Code Section 23(k)(2). 
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(2) Stock in a domestic operating subsid- 
iary, ninety-five per cent controlled. 


(3) Stock subject to the war loss provi- 
sions. 


In the case of bonds, these three excep- 
tions apply; in addition, bonds owned by 
banks are excepted. These are deducted as 
ordinary losses, fully allowed against ordi- 
nary income. Specific mention of the “war 
losses” and worthless bonds held by banks 
is here made since they present certain knotty 
problems. 


Losses on Sales or Exchanges 
by Banks 


Since 1942, under Section 117 (i), banks 
sustaining net losses from the sale or ex- 
change of bonds, debentures, notes, certifi- 
cates or other evidences of indebtedness 
issued by any corporation (including gov- 
ernments and their political subdivisions) 
with interest coupons or in registered form, 
are treated as ordinary losses rather than as 
capital losses. These are the only taxpayers 
permitted to claim partial worthlessness with 
respect to such securities. However, al- 
though the net losses are fully deductible 
against ordinary income, the net capital 
gains are treated in the same manner as 
those of other types of corporations. Not 
all capital gains are to be offset against losses 
from the sale or exchange of these specific 
securities in determining the amount of loss 
which may be used to offset ordinary in- 
come; only gains from the sale or exchange 
of similar assets apply here. Stocks or rights 
are not so treated, but are subject to the 
loss limitations of Section 117 (d). 


The Code does not indicate whether Con- 
gress intended to deprive banks of any tax 
benefit they might have had if Section 117 
(i) had not been enacted, such as capital 
loss carry-overs under Section 117 (e). For 
example, there may be situations in which 
no benefit is derived from treating these losses 
as ordinary losses, although because of 
carry-overs there would be benefits if the 
losses were treated as capital loss carry- 
overs. This would result when, because 
of the.net operating loss carry-over adjust- 
ments, there is no carry-over, whereas there 
would have been a capital loss carry-over. 
Whether Congress intended this result is at 
least questionable. 


Worthlessness Due to Acts of War 


Because of the confusion after World 
War I, Congress enacted specific provisions 
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in the 1942 Revenue Act to take care of 
losses sustained in World War II. The pres- 
ent provisions, contained in Section 127, are 
relatively complete. They cover: 

(1) The classes of property the destruc- 
tion or seizure of which gives rise to de- 
ductible losses. 

(2) The determination of the time and 
amounts of the deductible losses. 

(3) The treatment of recoveries, whether 
or not deducted, and the basis thereof. 

(4) The treatment of partial worthless- 
ness of investments representing an interest 
in destroyed or seized property. 


War losses, like casualty losses, are de- 
ductible in full unless subject to Section 
117(j), relating to gains or losses upon in- 
voluntary conversion, and are to be taken 
into consideration in the computation of net 
operating loss carry-overs and carry-backs 
of corporate taxpayers. The test of worth- 
lessness is generally the same as that used 
in proving the worthlessness of debts. Dif- 
ficulties of proof, however, have plagued 
most taxpayers attempting to claim war loss 
deductions; and a review of the cases to 
date discloses that taxpayers have been sig- 
nally unsuccessful in meeting a strict burden 
of proof imposed upon them by the courts, 
albeit the statute does not literally indicate 
the absolute need for such conclusive proof.” 


Illustrative of the difficulties confronting 
the taxpayer is the fact that out of seven 
recent cases involving war losses, the stand- 
ard of proof was met in only two,” and in 
one of these cases it was met on only one 
of the four items claimed to be deductible. 
In one other decision,” the Commissioner 
acquiesced on general principles without re- 
gard to Section 127, purely on the authority 
of a Supreme Court decision involving a 


World War I loss. 


Attitude of Tax Court 


The attitude of the Tax Court is of para- 
mount importance in determining the de- 
ductibility of these items. This attitude to- 
ward proof is succinctly indicated in the 
recent Adler case," in which the Tax Court 
said: 


51 Code Section 127. 

52 Robert E. Ford [CCH Dec. 15,034], 6 TC 
499: Eric H. Heckett [CCH Dec. 15,725], 8 TC 
$41. 

83 #. Houdry [CCH Dec. 15,356], 7 TC 666. See 
U. S. v. White Dental Manufacturing Company, 
supra, footnote 15. 

54 [CCH Dec. 15,696] 8 TC 726. 
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“It seems to us that while Section 127 
goes a long way towards relieving a tax- 
payer of troublesome proof problems it does 
not eliminate the necessity for establishing 
the fact fundamental to all loss claims, i.e., 
that the taxpayer had something to lose.” 


An analysis of the recent Tax Court de- 
cisions discloses that failure of the taxpayer 
to prove ownership on December 11, 1941 
(the war declaration date against Germany 
and Italy), in whole or in part, defeated the 
claim for deduction of five of seven tax- 
payers. In one other case, the facts were 
stipulated in such a way that the Tax Court 
decision approving the deduction is of little 
value as a guide. In fact, probably only one 
case can truly be deemed an authoritative 
guide to the requisite proof under Section 
127.% The Tax Court held that the burden 
of proof had been sustained with respect to 
an investment loss claimed under Section 
127(a)(3), upon proof (1) of the taxpayer’s 
continuous ownership since 1919 of the stock 
of a Dutch corporation, the assets of which 
were in the Netherlands, and (2) of the 
company’s possession of all of its assets on 
December 11, 1941. This latter proof was 
by deposition of the Amsterdam manager 
of the company during the years 1939-1946, 
taken before an American consul. 


However, the cases disclose that even if 
such proof is established, the deduction may 


not be taken in the absence of evidence as 
to the basis of the property; and if the 
property was encumbered by mortgage or 
otherwise, or covered by insurance, these 
factors must be explained in order to sup- 
port the claimed deduction. The taxpayer 
may also be faced with the “best-evidence” 
rule, which the Tax Court, by implication 
in two cases,” indicated might prevent the 
deduction. About the only other guides we 
have are so-called negative guides, i.e., where 
insufficient proof was introduced as a basis 
for supporting the deduction. The following 
illustrate insufficient proof: 


(a) A certificate, signed by the Polish 
vice-consul, as to ownership of realty lo- 
cated in Poland. 


(b) Depositions, not under oath, based 
on hearsay. 


(c) Translations of decrees of Vichy and 
German military authorities. 


55 Bric H. Heckett, supra, footnote 52. Cf. 
D’Erbstein [CCH Dec. 15,646(M)], 6 TCM —; 
Leon Bloch [CCH Dec. 15,754(M)], 6 TCM —; 
Paul Saxl [CCH Dec. 15,771(M)], 6 TCM —. 
Section 127(a)(1) has been expressly approved 
by the Tax Court in Adler, supra, footnote 54. 

5% Adler, supra, footnote 54; Heckett, supra, 
footnote 52. 


April, 1948 e TAXES —The Tax Magazine 











(d) Evidence that property was left in 
a warehouse in the Netherlands in 1939. 

(e) Evidence that cash and securities 
were on deposit in Vienna in 1938. 


The requirement relating to choice of dates 
has also been a burden upon taxpayers. 
Under the Regulations, the taxpayer may 
select the date of the loss (1) in its return 
for the year in which the date falls, (2) in 
a claim for refund or credit or (3) in a 
petition to the Tax Court. If a choice is 
not made within a period in which the lat- 
est available date falls, it is presumed that 
the latest possible date is chosen. A chosen 
or presumed date may not be changed with- 
out permission of the Commissioner. This 
has caused hardships in connection with the 
1941 and 1942 war losses since the Regula- 
tions were not issued until April of 1943. 


The term “property,” as used in Section 
127(a)(2) includes, of course, tangible prop- 
erty actually located in a country at war 
with the United States or under control of 
such country. Whether intangible property 
is included depends upon the “interest” of 
the taxpayer and rights represented by such 


intangibles. For example, the Treasury has. 


ruled that notes of the Greek Government 
may not be deducted as war losses, as 
Greece was occupied on the date war was 
declared. But stocks or bonds, subject to 
confiscation, of a foreign corporation char- 
tered in a country at war with this country 
represent “property” under the statute. 


Other Business Losses 


In addition to the specific tax treatment 
of bad debts and worthless securities, cor- 
porations are entitled to deduct other losses 
“sustained” during the taxable year to the 
extent the losses have not been compensated 
for by insurance or otherwise.” The same 
rule applies to individual taxpayers, but with 
the further limitation that except for losses 
arising from fires, storms, shipwreck or 
other casualty, or from theft, deduction is 
allowable only if the loss is incurred in 
trade or business, or in a transaction entered 
into for profit though not connected with a 
trade or business. 


There has been considerable litigation in 
this field of deductions, particularly with re- 
spect to “other casualty losses.” It should 
be kept in mind that losses, even from 
“other casualty,’ must be evidenced and 


7 Code Section 23(f). Note that all losses of 


corporations are presumably incurred in busi- 
ness. 
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fixed by identifiable events, as well as ac- 
tually sustained during the taxable year. 
Also, the amount deductible is dependent 
upon the salvage value as well as insurance 
or other compensation received. 


The limiting effect of the words “fires, 
storms, shipwrecks” has also been extended 
to “other casualty,” with the result that the 
definition excludes progressive deterioration 
to property through a steadily operating 
cause. For example, in U. S. v. Rogers,* 
the Ninth Circuit held that the word “cas- 
ualty” did not, for tax purposes, include the 
destruction of property by termites. The 
court defined “casualty” as an accident, a 
mishap, or some sudden invasion by a hos- 
tile agency, as distinguished from progres- 
sive deterioration over a long period of time. 
The Tax Court has similarly defined the 
term in the Durden case,” although it did 
not exclude the intervention of human agency, 
such as the setting off of the blast involved 
in that case. The Tax Court said that this 
blast, though set off by human agency, was 
sudden and unusual in violence. 


Another well-reasoned case is Matheson v. 
Commissioner,” wherein the Second Circuit, 
in denying a loss caused by rusting and 
corrosion of steel beams in an island home, 
stated that “a steady labefaction from wind 
and weather more rapid than usual because 
of structural defects cannot reasonably be 
termed a casualty.” 


The rule of “progressive deterioration” 
probably applies, however, only to non- 
business property, since if business or in- 
come-producing profit is damaged, the loss 
would be recognized. Consequently, it is 
important to determine whether the prop- 
erty loss is in the business or nonbusiness 
category. Also, as stated in the Stoll case,” 
the loss must be a loss of property owned 
by the taxpayer. In the Stol/ case the tax- 
payer claimed a casualty loss representing 
damages paid by him to another because of 
a collision between his pleasure yacht and 
another vessel. The Tax Court held that 
the money paid to compensate for damages 
resulting from the collision was not a loss 
of the taxpayer’s property within the con- 
templated meaning of Section 23(e). Simi- 
larly, damages paid for automobile damages 
and hospital bills are not deductible by indi- 
viduals. Nor is loss of a ring from the 
owner’s finger a casualty loss in the view 
the Bureau and the Tax Court now take. 





58 [41-1 ustc f 9442] 120 F. (2d) 244. See also 
Hale v. Welch [41-1 ustc { 9459], 38 F. Supp. 754. 
59 [CCH Dec. 13,672] 3 TC 1. 
6 [2 ustc { 830] 54 F. (2d) 537. 
61 [CCH Dec. 15,351(M)] 5 TCM 731. 





The basis for denial of a loss deduction 
in cases of personal property is ably stated 
in a recent Tax Court case:” 


“Were ‘other casualty’ delimited to in- 
clude ordinary commonplace forms of loss 
of personal property, the resulting and prac- 
tical difficulties would not be difficult to 
imagine. The judicial tendency to limit 
‘other casualty’ to sudden, unexpected and 
unusual events similar to fires, storms and 
shipwrecks has the practical advantage of 
confining personal losses to somewhat dra- 
matic settings which are susceptible to iden- 
tification and verification by administrative 
authorities. Losses of personal property 
arising in storage or transit and otherwise 
unexplained are not the result of any sudden 
unexpected or unusual cause, but are more 
on the side of the commonplace and the 
usual.” 


The basis of the loss must also be con- 
sidered before the deduction is taken. The 
Supreme Court, in Helvering v. Owens,® held 
that the deductible loss in the case of de- 
preciable nonbusiness property may not ex- 
ceed the amount of the loss actually sustained 
in the taxable year, measured by the then 
depreciated value of the property, even 
though depreciation was not “allowed or 
allowable.” In this case the original cost of 
the car was $1,825; its value just before the 
collision was $225; its value after the colli- 
sion was $190. The deductible loss was held 
to be $35 and not $1,635. 


Taxpayers should also bear in mind the 
regulations which provide that full consid- 
eration “must be given to any salvage value 
and to any insurance or other compensation 
received in determining the amount of losses 
actually sustained,” since if the taxpayer is 
forced to litigate the propriety or amount of 
the deduction, it is essential, as a matter of 
pleading, to allege that the damage was 
not compensated for by the insurance or 
otherwise. For example, in one case“ the 
court refused to take judicial notice of the 
fact that insurance against loss from dam- 
age to land, as distinguished from improve- 
ments, is rarely written, and remanded the 
case because the taxpayer had failed to make 
the necessary allegation. 


There is, of course, no problem where 
the taxpayer actually receives the insurance 
or other compensation during the taxable 
year, ot where the right to it is admitted, 


62 Bercaw [CCH Dec. 15,575(M)], 6 TCM —; 
Stevens [CCH Dec. 15.907], 6 TCM —. 

68 [39-1 ustc J 9229] 305 U. S. 468. 

1 Ferguson v. Commissioner [3 ustc { 975], 
59 F. (2d) 893. 
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since the loss must then be reduced by the 
amount of reimbursement. However, where 
liability is denied by the insurance company 
or others charged with the responsibility of 
reimbursing, the decisions are in conflict. 
Some hold the full amount deductible in the 
year the loss is sustained, subject to adjust- 
ment if later the insurance is received; oth- 
ers hold that no loss may be taken until 
a final determination of the loss actually 
sustained. Just what position will be taken 
appears to depend primarily upon the de- 
gree of contingency of recoupment. 


Collateral to the problem posed by the 
words “compensated by insurance or other- 
wise,” is the situation in which proceeds of 
insurance are received under the terms of 
a use and occupancy insurance contract cov- 
ering loss of net profits of a business. It is 
the general rule that such proceeds are tax- 
able income, just as the profits for which 
they were substituted would have been. 
However, if the insurance contract insured a 
flat per diem allowance for the use and 
occupancy of property destroyed by fire and 
the proceeds were immediately reinvested in 
similar property, a question arises as to 
whether gain or loss is recognized. In two 
cases the Board® held that gain or loss 
would not be recognized in such a situation, 
but would be subject to the involuntary con- 
version provisions of Section 112(f) of the 
1934 and 1936 Acts. However, by amend- 
ment in 1942, Section 112(b)(f) permits 
recognition of the loss, although the gain 
is not recognized. It is also possible to 
come within the involuntary conversion pro- 
visions by establishing a replacement fund. 
Care must be exercised here to comply 
strictly with the various statutory require- 
ments, as follows: 


(1) There must be identification of the 
funds received, and their actual disposition 
to acquire new property. 


(2) Other money may not be used either 
to establish the replacement fund or to ac- 
quire the property. 


(3) An application on Form 1114 must 
be made. 


(4) Bond may be required. 


The theory behind this tax treatment of 
per diem use and occupancy insurance is 
that such insurance has no direct relation 
to profits. It is based entirely on a per diem 
allowance multiplied by the estimated num- 
ber of days it would take to rebuild the 


® Williams Furniture Corporation [CCH Dec. 
12.199], 45 BTA 928; International Boiler Works 
[CCH Dec. 1108], 3 BTA 283. 
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plant or replace facilities. In other words, 
this sum is merely additional insurance re- 
ceived upon destruction of property. 


Other Unusual Losses 


Several types of losses are fully or par- 
tially deductible if the taxpayer carefully 
complies with the statutory requirements. 


Loss of useful value, often referred to as 
“accrued obsolescence,” constitutes an ex- 
ception to the usual rule that a loss deduc- 
tion for the total value of property will not 
be allowed until the property is disposed of 
in a closed transaction. If the useful value 
of a business asset is suddenly terminated 
and permanently discarded, the difference 
between depreciated cost and salvage value 
may be deducted as an ordinary loss without 
regard to capital loss limitations.” This ex- 
ception does not extend to a case in which 
the useful life of property terminates solely 
as a result of those gradual processes for 
which depreciation or obsolescence is al- 
lowed. The exception does not apply to 
inventories, or as a rule to land unless it 
can definitely be shown that the land will 
not be commercially profitable for any use: 
It applies to buildings only if they are per- 
manently abandoned or devoted to a radi- 
cally different use, and to machinery only 
if permanently abandoned.” Even then, 
there may not be an allowable deduction if 
there is merely a reduction in value as dis- 
tinguished from premature discarding neces- 
sitated by some unforeseen factor. 


Care should be exercised not to turn aban- 
donment and demolition losses into capital 
losses through sale. In many cases it will 
be found advantageous taxwise not to sell 
abandoned or obsolete machinery, fixtures 
and plant equipment. And where sales are 
made as scrap, the books of the taxpayers 
should clearly reflect the abandonment loss, 
so that any receipts from sales will appear 
as scrap sales and not as regular sales. One 
sound practice, often followed to prove aban- 
donment, is to break up the machinery or 
other abandoned equipment into scrap metal 
before selling. An exception exists where 
the taxpayer purchases real estate with the 
intention of razing the existing buildings in 
order to erect new buildings. No deductible 
loss is permitted in this case since the posi- 
tion is taken that the value of the land is 





6 Regulations 111, Section 29.23(e)(2). Cf. 
Hygrade Food Products Company v. Commis- 
sioner [44-2 ustc J 9401], 144 F. (2d) 115. 

% See Appleby [CCH Dec. 10.951], 41 BTA 
18, aff’d [41-2 ustc 9773] 123 F. (2d) 700; 
Phipps Estate [CCH Dec. 14,795], 5 TC 964. 
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equal to the purchase price of land and 
buildings plus the cost of removal of the 
useless building.® 


The status of wagering losses has recently 
been clarified by the Fifth Circuit.” The 
Circuit Court reversed the Tax Court, which 
had upheld the inclusion of wagering gains 
as income but disallowed the deduction of 
losses to the extent of such gains on the 
ground that the taxpayer failed to establish 
that the losing wagers on horse races, foot- 
ball games and card games were transactions 
entered into for profit, as required by Sec- 
tion 23(e). The Tax Court relied on Beau- 
mont v. Helvering,” which involved the years 
1926, 1927 and 1928, before wagering gains 
and losses were specifically dealt with by 
Congress, and the only law that could then 
be applied was Section 23(e). 


The Circuit Court reviewed the enactment 
of Section 23(h), as well as other subsections 
of Section 23, and held that each lettered 
subsection authorizes a class of deductions 
which, in the case of wagering losses, are 
allowed to the extent of gains. Subsection 
(e) was held not to govern this class of 
deductions. The court held that no longer 
was it necessary to inquire whether wagers 
were illegal so that the loss need not have 
been paid, or whether the taxpayer’s purpose 
was to gain a profit. In other words, the 
taxpayer need not prove he intended to win. 
A rather strong dissenting opinion was en- 
tered in this case, however, on the theory 
that Section 22(a) clearly requires gains 
from gambling transactions to be included 
in gross income, and not only the excess of 
gains over losses, and that Sections 23(e) 
and (h) permit the deduction of such gains 
only to the extent that the transactions in 
which losses were sustained were actually 
entered into for profit. 


In a somewhat analogous situation, the 
question is whether losses resulting from 
OPA price ceiling violations are deductible. 
In one case the violation was compromised, 
and in the other judgment was entered and 
paid. In both cases the Tax Court denied 
the deduction, on public policy grounds, as 
in violation of an act deemed by Congress 


to be of vital importance to the prosecution 
of the war.” 





8 Regulations 111, Section’ 29.23(e)(2). Cf. 
supra, footnote 67. 

°® Humphrey v. Commissioner [47-2 ustc 
7 9310], 162 F. (2d) 853 (CCA-5, 1947). 

7 [4 ustc f 1320] 73 F. (2d) 110. 

11 Scioto Provision Company [CCH Dec. 
16,022], 9 TC —. No. 61; Garibaldi ¢ Cuneo 
[CCH Dec. 16,023], 9 TC —, No. 62. 
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Thus, although illegality or lack of profit 
motive apparently will not defeat the deduc- 
tion of wagering losses, illegality by reason 
of violation of a Congressional act, or pos- 
sibly of a state act, resulting in penalty 
losses would not be deductible either as 
losses or as ordinary and necessary business 
expenses. 


Farm Losses 


Farm losses are deductible if farming is 
carried on as a business. However, loss 
from shrinkage in weight or deterioration 
is not deductible, although if inventories are 
used, the loss will be taken care of by the 
reduced amount of the product included in 
the inventory. Where an anticipated crop 
is lost or destroyed by storm, flood, fire or 
frost, no casualty loss deduction is permitted 
since the loss, other than the loss of pros- 
pective profits, is reflected in the allowable 
deductions for labor, seed and _ fertilizer. 
Nor may loss resulting from the destruction 
of livestock be taken whether the taxpayer 
is on the cash or on the accrual method of 
accounting, except that if he is on the cash 
basis, the cost of purchased stock (as dis- 
tinguished from raised stock), less deprecia- 
tion allowed or allowable, may be deducted. 
If stock is destroyed by order of govern- 
ment authorities, the loss is the adjusted 
cost other than the cost of feed, pasture or 
care already deducted as expense. 


Wash Sale Losses 


Section 118 denies recognition of loss un- 
less the seller is a dealer or trader, other 
than a corporate trader, when securities are 
sold at a loss and within thirty days before 
or after substantially identical securities are 
repurchased. However, the basis of the 
securities acquired is related back to the 
basis of the securities sold. The law does 
not define “substantially identical” securities, 
with the result that taxpayers operate more 
or less at their peril in reacquiring securities 
within the sixty-day period. 

Two important cases involving wash sales 
have been handed down during the past 
year. In the Merchants National Bank”™ case, 
the Tax Court held that Section 118 applied 
to banks, and was unaffected by Section 
117(i). Securities were sold at a loss and 
repurchased within thirty days. The Tax 


Court, reviewing the development of the 


wash sales provisions, stated that the pro- 
hibition against wash sale loss deductions 


7 [CCH Dec. 15,900] 9 TC 68. 


had its inception in the 1921 Act, and that 
subsequently Section 118 was included in 
the 1939 Code. Section 117(i) was adopted 
in 1942 to enable banks and trust companies, 
under circumstances already outlined, to 
treat the loss (as well as gain) as ordinary 
without regard to capital loss limitations. 
The court said that “there is nothing therein 
exempting its provisions from the existing 
law with reference to wash sales as set 
forth in Section 118.” Since no amendment 
was made to Section 118 adding banking 
instiutions to the corporations already ex- 
empt, the Tax Court disallowed the loss— 
a rather anomalous result in the face of 
Section 117(i), but probably the only result 
possible under a literal interpretation of 
Section 118. 

The other case, McWilliams v. Commis- 
stoner,” only indirectly involved the wash sale 
provisions in connection with husband and 
wife security transactions within the ambit 
of Section 24(b). McWilliams managed his 
own estate and that of his wife. On several 
occasions he ordered his broker to sell stock 
for the account of one and to buy the same 
number of shares of the same stock for the 
other account, at as nearly the same price 
as possible. These sales and purchases were 
promptly negotiated to and from strangers 
through the stock exchange. The buying 
spouse received certificates different from 
those sold by the selling spouse. Losses 
were claimed, and disallowed by the Com- 
missioner on the authority of Section 24(b). 
The Tax Court reversed the Commissioner, 
and the Sixth Circuit reversed the Tax Court. 
The Supreme Court upheld the Circuit Court, 
holding that Section 24(b) disallowed losses 
on intrafamily transactions even though 
the transactions were carried on through the 
stock exchange. With reference to the 
important element of time, the Court said: 

“We have noted petitioners’ suggestion 
that a taxpayer is assured, under the wash 
sales provisions, of the right to deduct the 
loss incurred on a sale of securities even 
though he himself buys similar securities 
thirty-one days later; and that he should 
certainly not be precluded by Section 24(b) 
from claiming a similar loss if the taxpayer’s 


73 [47-1 ustc 7 9289] 67 S. Ct. 1477. See note 
by Seymour S. Mintz, ‘‘The Tax Clinic,’’ 84 
Journal of Accountancy 328. Mr. Mintz ob- 
serves: ‘“‘The Bureau, however, on the basis 
of the McWilliams decision may be expected to 
disallow loss on a sale which is followed within 
thirty days by a purchase made by another 
member of the seller’s family, unless a finding 
of family pre-arrangement may be factually re- 
butted by the taxpayer. As already suggested, 
the McWilliams decision does not tell the Bu- 
reau that it need even stop at thirty days.”’ 
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spouse instead of the taxpayer makes the 
purchase under the same circumstances. We 
do not feel impelled to comment on these 
propositions, however, in a case in which 
the sale and purchase were practically simul- 
taneous and the net consideration received 
by one spouse and that paid by the other 
differed only in the amount of broker’s com- 
missions and excise taxes.” 


The Commissioner, on the strength of this 
case, probably will attempt to disallow losses 
on sales followed by purchases within thirty 
days by a member of the seller’s family un- 
less the taxpayer is prepared to prove there 
was no prearrangement to repurchase. In 
fact, the situation is vulnerable even after 
thirty days have elapsed since the court at- 
tached no significance to this period. 


Other cases in which the wash sale pro- 
visions have been held applicable include a 
repurchase by a wholly owned corporation 
within the thirty-day period, and repurchase 
by one of the partners following a sale by 
the partnership. Whether purchase of a 
block of stock and sale at a loss of a por- 
tion thereof within thirty days without any 
reacquisition of similar securities is covered, 
is problematical. It would appear to be 
covered by a literal interpretation of Section 
118, but logically Section 118 should not be 
so interpreted since an unwarranted penalty, 
forcing the taxpayer to retain the stock for 
at least thirty days, or else sell all his stock 
to obtain the loss, is imposed. 


The wash sales provisions are inapplicable 
to sales at a profit so that there may be an 
immediate repurchase of similar securities 
without penalty. Therefore, in many cases 
it may be advantageous to sell at a profit 
where the profit can be offset by capital 
losses, and reacquire the same securities 
with the proceeds at a stepped-up cost basis. 
It should be kept in mind, however, that the 
wash sale provisions do apply to short sales 
where similar securities are acquired within 
thirty days before or after the purchase of 
securities to cover the short sale. Also, 
options to repurchase are sufficient to defeat 
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the loss deduction, even though no property 
is acquired within the thirty-day period. 


The status of wash sale losses under the 
law prior to 1942, whereby a duplication in 
the computations of earnings existed (such 
losses were recognized under Section 112, 
and therefore reduced earnings and profits), 
was remedied by the 1942 Revenue Act. 
Section 115(1) was amended to provide that 
disallowed wash sale losses are not to be 
recognized and therefore do not reduce 
earnings and profits. This amendment was 
made retroactive as though it were a part 
of the Second Revenue Act of 1940. This 
is important in the determination of earnings 
and profits available for dividends. 


Recoveries 


Under Section 22(b)(12), as extended by 
T. D. 5454, recoveries of bad debts and 
losses, including losses of certain corporate 
obligations which, under Section 23(k)(2), 
are treated as capital losses rather than as 
bad debts, may be excluded from gross in- 
come in the year of recovery to the extent 
that no tax benefit resulted from the pre- 
vious deduction.* The Regulations deny 
applicability of Section 22(b)(12) to the re- 
serve method of bad debts. However, there 
is considerable doubt as to the validity of 
such regulation since Section 711(a)(1)(E), 
for excess profits tax purposes, is held to 
be applicable to the reserve method.” Re- 
coveries of war losses are treated separately 
under Section 127, the applicable rules being 
to a considerable extent inconsistent with 
Section 22(b)(12). This lack of correlation 
has resulted in many inequitable tax devel- 
opments.” [The End] 


%#See Tye, ‘“‘Tax Benefit Rules, War Loss 
Recoveries and Other Points,’’ New York Uni- 
versity Fifth Annual Institute on Federal Taxa- 
tion, p. 309. 

™%M. & E. Corporation, supra, footnote 4. 


76 Supra, footnote 74. Tarleau, ‘‘Recovery of 
War Losses—Tax Effects,’’ 80 Journal of Ac- 
countancy 168. 
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TAX MEN CAN PROFIT FROM THE EXPERIENCE OF TRUST MEN 
WITH THE FISCAL YEAR, THEREBY THINNING SOME OF THEIR TAX 
WORK FROM THEIR PEAK PERIODS. . . By JOHN E. WILLIAMS 


HILADELPHIA now has had two 
| years’ experience with the fiscal year for 
trusts; it seems appropriate to review that 
experience and analyze the results. I shall 
attempt to do this not from the stand- 
point of the large trust companies, but to 
promote a better understanding of the 
fiscal trust situation among the account- 
ants and attorneys who have used the 
fiscal year tax advice letters for their clients 
in preparing individual income tax returns. 


At the same time, to cover the subject 
as fully as possible for the benefit of those 
who may be interested, I want to bring 
out a number of details in connection 
with the underlying theory and practice. 
The interest in the fiscal year is spreading; 
I have had inquiries from trust companies 
in Chicago, the Pacific States, Rhode 
Island, New Jersey and Oklahoma, and a 
visit from and correspondence with the 
tax officer of the Cleveland Trust Com- 
pany (I believe the largest in Ohio), who has 
adopted the fiscal year for hundreds of the 
trusts he supervises. There may be many 
offices in Philadelphia which can profit by 
the experience of the larger trust com- 
panies that pioneered in this field. I have 
in mind accountants and attorneys who 
feel the pressure of income tax work during 
the winter and who prepare fiduciary re- 
turns that could be put on a fiscal year 
basis, with all the advantages that have 
accrued to the trust. companies with their 
thousands of returns. 


First, let us define a fiscal year as any 
tax period that ends on the last of any 
month other than December. The Code 
does not permit returns to be filed on the 
basis of a period ending on any day of any 
month, but does permit returns to be 
filed for a period ending on the last day of 
any month. 


Adoption of a fiscal year for trusts was 
discussed at my institution for many years. 
Previous practice as a public accountant 
had taught me the advantages of spreading 
the closing work for businesses and cor- 
porations, and of conforming the account- 
ing records to the business year. Some 
years ago, when income tax rates began 
to increase, the Congress saw that fiscal 
year taxpayers would be unduly favored 
if they were allowed to compute taxes at 
lower rates in effect for the previous year 
when as much as eleven months of the 
next year would be included in the fiscal 
year returns. As I remember, a number of 
corporations were cannily expecting higher 
rates and adopting fiscal years for the 
purpose of prolonging the use of the lower 
rates as much as eleven months. This 
loophole was closed by a change in the 
law, making new rates effective as of 
January 1, and compelling taxpayers to 
prorate as to two periods in which the 
rates of tax were different. Fortunately 
for partnership and fiduciary income, the 
new law still permitted the partner or 
beneficiary to pick up his share of income 
from the partnership or fiduciary year end- 
ing within his taxable year, without ad- 
justment or separate tax calculations for 
that part of the income actually received 
by the partnership or fiduciary in a dif- 
ferent calendar year. However, even the 
double computation of tax for a fiscal 
year fiduciary seemed a burden at a time 
when rates were changing frequently, and 


the trust men held the fiscal year idea in 
abeyance. 


When common trust funds for banks 
were legalized, the fiscal year was rec- 
ognized as advantageous, and was uni- 
formly adopted. Then, in the winter of 
1945, we in Philadelphia heard that the 


The author, a trust tax officer of the Provident Trust Company; Philadelphia, 
delivered this article as a lecture at the First Annual Pennsylvania Tax Institute 
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Union Trust and the Fidelity Trust in 
Pittsburgh had changed to a fiscal year for 
many of their trusts, and our local trust 
tax association revived its interest. In 
April of 1946, four of us went to Pittsburgh 
for firsthand information from the Union 
and the Fidelity as to the procedure and re- 
sults they had obtained. The officers and 
tax men there were most helpful and 
enthusiastic. 


After further study, our group called on 
the Commissioner’s representative in Wash- 
ington, who was in charge of granting 
requests for changes of accounting periods 
throughout the nation. One of us previously 
had sent up a trial balloon in the form 
of just a few applications to change. The 
result of these first applications was very 
disappointing. A letter came back asking 
for much additional information in a form 
with which it would have been very dif- 
ficult, if not impossible, to comply. When 
we did call on the Commissioner’s repre- 
sentative, we were delighted with his 
cooperation and understanding of our prob- 
lems. He explained explictly how the 
application form should be adapted to 


trusts, and we have never had any trouble 


with applications since that time. 


Mr. Drake and I also visited a large 
trust comapny in New York and spent 
the day discussing fiscal year, pro and con, 
with its tax officers and its tax attorney. 
By that time we were pretty definitely 
“pro”; but the New York banks had con- 
sidered the problems, especially the need 
for timing and coordination with the New 
York State income tax returns of trusts 
and beneficiaries, and had decided not to 
make the change. 


Factors in Adoption of Fiscal Year 


At this point, let us analyze the factors 
that have increased the burden of tax 
work in recent years, and have led to the 
adoption of the fiscal year for many trusts. 


The complexities of fiduciary tax account- 
ing have greatly increased. Transfers be- 
tween principal and income under the 
Nirdlinger decisions and the Principal and 
and Income Acts have provided new con- 
cepts of distributable and taxable income 
to be taken into account in preparing 
fiduciary returns. Proration of trustees’ 
commissions as to taxable and nontaxable 
income has increased the arithmetical cal- 
culations. The five-year carry-over of capi- 
tal losses has added a new schedule to 
taxable returns, and has burdened the tax 
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bookkeeping for all irrevocable trusts and 
trusts under will, whether or not they 
happen to owe tax in a particular year. 
All sales schedules must be accurately 
totaled so that the carry-over schedule 
may be accurate for succeeding years, even 
though the net gain for the particular 
return under preparation may be less than 
the trust exemption, and even though the 
year’s sales produce a net loss. 


The trust exemption has been reduced 
to $100—not even dignified now as an 
exemption, but called a credit. Not so 
many years ago, the exemption was $1,500 
for trusts as well as for individuals. Now 
it is one fifteenth of that amount, and the 
number of taxable returns has increased 
somewhat in proportion. At the same 
time, the beneficiaries’ exemptions have 
been reduced to $500, and many more life 
tenants have been brought into the tax- 
able class and request annual income tax 
advice letters. Concurrently, the number 
of nontaxable fiduciary returns that must 
be filed on Form 1041 has also multiplied. 
As you know, trusts with incomes of $500 
must now file returns; the minimum used 


to be $1,500. 


Increase in Income Tax Rates 


The increase in income tax rates since 
the years. before the war has, of course, 
been terrific. You may say it is as easy to 
compute a fiduciary tax at twenty per cent 
as it is at two per cent; however, I am not 
referring here to work in arithmetic, but 
rather to the increase in pressure from the 
beneficiaries and co-fiduciaries and from the 
trust administrators, for exact calculations 
of both distributable and nondistributable 
income. With the tax rate at approxi- 
mately twenty per cent to eighty-five per 
cent, it is obvious that much greater care 
must be given to preparation of income 
tax figures. 


Tax men already had the burden of the 
new complexities in the law, the reduction 
of exemptions for beneficiaries and fidu- 
ciaries and the need for accuracy due to 
high rates of tax; and then the Current 
Tax Payment Act put new pressure on 
tax departments for prompt information. 
Many beneficiaries needed and demanded 
their information by January 15, in order 
to amend estimates or file complete re- 
turns by that date. In former years we 
were proud of ourselves if our letters were 
out by the middle of February. I remem- 
ber one year when the last batch of letters 
was not in the mail until early in March. 
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This could not continue. Some way had 
to be devised to satisfy the customers, 
their attorneys and accountants. There 
was talk of appealing to Washington to 
extend the filing date for all returns, indi- 
vidual and fiduciary, to April 15; but we 
thought such an appeal would have little 
chance of being granted, as a month’s 
delay for the Treasury in receiving billions 
of dollars of revenue would be a more 
serious matter than excessive overtime 
and pressure for a relatively small group 
of trust tax men, attorneys and accountants. 


The Commissioner did grant a blanket 
extension until May 15 for the filing of 
nontaxable calendar year returns, and this 
was some relief in the clean-up work. But 
the customers still wanted their informa- 
tion letters in January, and to prepare the 
information was the larger part of the job. 


Adoption of the fiscal year definitely 
solved the problem of preparing tax advice 
letters so that they would be available in 
January. For the fiscal trusts, the work 
could be done in the fall, and the returns 
could be checked and balanced even before 
the information was mailed to the cus- 
tomers on December 31. For the accounts 
kept on a calendar year basis, the volume 
was so much reduced that the work could 
be accomplished with a minimum of over- 
time and error-causing pressure. 

Adoption of the fiscal year thus spread 
the work over a period running from 
October 1 to, let us say, February 1—four 
months at least. If extra personnel had 
to be added to the staff in the larger 
trust companies, they could be given ade- 
quate supervision and training in the fall, 
and would be real producers by the time 
the January work began. The permanent 
staff, trained for the work, would have 
adequate time to apply its special skills, 
thus insuring accurate returns and more 
satisfied customers. 

Now what was the tax cost to the 
customer when his trust changed to a 
fiscal year? It worked out as an immediate 
profit instead of a loss. He actually had 
less tax to pay for the first year than if 
his trust had been kept on a calendar year 
basis. I heard of no complaints of the 
change from customers. As a group, they 
were in favor of the change. I did hear 
of one irate beneficiary who was quite 
angry because his trust in Bank A had 
not been put on a fiscal year, while his 
trust in Bank B had been changed. 

So much for the reasons for the adoption 
of the fiscal year, and for the over-all 
results. Let us go deeper into the work- 
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ings of the new system. First of all, how 
is the change made? 


Form 1128 


At least sixty days before the end of the 
proposed new accounting period, an appli- 
cation on Government Form 1128 must be 
prepared and filed with the Commissioner 
for each trust changing its accounting 
period. A typical Form 1128 contains the 
following information (with those parts 
applicable only to corporations omitted 
here): 

1. Name of taxpayer: 
Trust. 


2. Address: Blank Trust Company, Phila- 
delphia. 

3. Does this application pertain to indi- 
vidual, partnership or corporation returns? 
(answer) Fiduciary. 


4. Nature of business or source of in- 
come: Investment of trust funds. 


7. State specifically the dates as of 
which the books of account were opened 
and closed each year for the past four 
years: Calendar year. 


8. State specifically the dates upon which 
the taxable vear began and ended as shown 
on returns filed for the past four years: 
Calendar year. 


9. Above returns filed with Collector of 
Internal Revenue at: Philadelphia. 


10. Return for current year will be filed 
with Collector of Internal Revenue at: Phil- 
adelphia. 


11. a. Distributable net income for last 
completed taxable year: $5,400. b. Number 
of beneficiaries: One. 


12. State reasons for change on back 
of this form: It is essential that our trust 
beneficiaries have accurate reports of tax- 
able trust income before January 15 to 
determine their liability for filing amended 
declarations of estimated tax or their final 
income tax returns. In view of the volume 
of work in our many trusts, it is impossible 
to prepare and furnish the necessary data 
for all beneficiaries by January 15 if the 
closing work cannot be begun until after 
December 31. We believe it will be to the 
advantage of the Treasury Department, 
through more orderly administration of 
their income tax affairs by both the trustees 
and beneficiaries, to change this trust to 
a fiscal year basis ending September 30 of 
each year. 


If the application is approved by the 
Commissioner’s office, the applicant re- 
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ceives a form in duplicate granting per- 
mission to change the accounting period. 
The original is retained by the taxpayer, 
and the duplicate is filed as a part of the 
income tax return with a separate state- 
ment that the records of the trust have 
been adjusted to conform to the new fiscal 
year basis. In the case of the trust com- 
panies using tabulating equipment, this 
adjustment may take the form of sum- 
marizing the trust’s tax bookkeeping entries 
at the end of the fiscal year, instead of at 
the end of the calendar year. In my 
institution, cash balances of both income 
and principal are recorded at the end of 
each day; in effect, therefore, we have a 
closing and balancing every business day 
of the year. 


Where tabulating devices are not in use, 
I would consider it advisable—and indeed 
necessary—to close the trust bookkeeping 
in some way at the end of the fiscal period. 
This might consist of balancing and ruling 
off the cash cards, or drawing a line under 
the last entry for the fiscal period and 
noting that the fiscal period ends there 
and that the cash balance is so much. 


Trust records are often continuous, and- 


the “adjustment” to the fiscal year may 
take various forms, depending on the type 
of records kept. 


It is well to note that the application 
to change accounting period, and the sub- 
sequent approval letter from the Commis- 
sioner, are necessary only when a change 
in accounting period is contemplated. 
When a new trust is being set up, under 
the provisions of a deed or will, the trustees 
may adopt the fiscal year without notice 
to the Commissioner or approval from him. 


Fiscal Closing Date 


An important thing to consider, whether 
application is being made for an old trust 
or an election is being exercised for a new 
trust, is the choice of date for the end of 
the fiscal period. 


Some years ago, when we were giving 
some thought to the fiscal year, I had in 
mind closing various trusts at the end of 
each of the twelve months, thus staggering 
the closing work more or less _ evenly 
throughout the year. This system was 
considered by the Philadelphia trust group 
in 1946, and discarded in favor of a uni- 
form fiscal year ending September 30. The 
latter period gave us the three months of 
October, November and December to sum- 
marize the fiscal accounts, prepare the tax 
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advice letters for beneficiaries, and prepare 
and file the fiduciary returns. It was the 
date that had been chosen by the Pittsburgh 
banks as most suitable. There is no magic 
in the September 30 date, and other dates 
might be more satisfactory for other offices. 
One limitation concerning the income de- 
ferment for the beneficiaries, I shall men- 
tion later. My bank, and all others that 
I know of, have been satisfied with the 
uniform date of September 30 for the end 
of all fiscal periods. 


Calendar Year Trusts 


Certain trust accounts cannot be ad- 
vantageously placed on a fiscal year, and 
should be carefully eliminated from the 
list for which applications are made or an 
election chosen for a tax year other than 
a calendar year. Foremost in this set to 
be kept on a calendar basis are the re- 
vocable trusts. The Regulations require 
the settlor to treat the gross income of 
such a trust as his own gross income, 
and allow him “those deductions with 
respect to the corpus as he would have 
been entitled to had the trust not been 
created.” This section of the Regulations 
would indicate that the settlor on a cal- 
endar year basis would need a calendar 
year tax advice letter. Even if the trust 
fiduciary return could be filed on a fiscal 
year basis, the trustee would have to supply 
calendar year summary figures to the 
settlor, and the work would be doubled, 
with no advantage to anyone and confusion 
for all. 


Similarly, if certain ownership strings 
are retained by the settlor, or if a beneficiary 
not the settlor has such extensive rights 
that he is regarded as being in substance 
the owner of the corpus, the same situ- 
ation might apply under the Regulations, 
and only disadvantage and confusion would 
result from filing the trust return on a 
fiscal year basis. In view of uncertainties 
under the Clifford case and the so-called 
Clifford regulations, and various tax pro- 
posals spotlighting family trusts, I have 
recommended that the entire group of 
trusts with living settlors be kept on a 
calendar basis, even though they are under 
present law strictly irrevocable. 


Some trusts operate businesses or re- 
ceive rental income from outside sources, 
and it may not be possible or practical 
to arrange for fiscal year accounting state- 
ments of income and expense from these 
outside sources. Such trusts should be kept 
on a calendar year basis, or on a fiscal 
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year basis corresponding to the accounting 
period of the business. The same principle 
does not apply to subsidiary trusts or 
partnerships, as it is clear that a trust 
may be a beneficiary of another trust, or 
a partner, and thus report the income 
from the subsidiary trust or partnership for 
the year ending within or with the taxable 
year of the master trust. The larger trust 
companies operating common trust funds 
under Section 169 of the Code have many 
of these trust-on-trust situations. 


Discretionary trusts in which the trustee 
may distribute income or not at his 
discretion, and estates in process of admin- 
istration, have special difficulties under the 
sixty-five-day rule and the twelve-month 
rule. These had better remain on a cal- 
endar year basis, inasmuch as the recipients 
of their income are ‘almost uniformly filing 
on a calendar year basis. If the sixty-five- 
day and the twelve-month rules are re- 
pealed, as is proposed in the recent Magill 
Report, the disadvantages of fiscal filing 
for discretionary accounts may disappear. 


Finally, we come to the class of trusts 
with very large incomes, a consideration 
I briefly mentioned in connection with the 
applications to change accounting period. 
It is our understanding that such applica- 
tions will not be granted if the income 
deferment for a beneficiary is shown on the 
application as exceeding $5,000. The Com- 
missioner is not willing for the change to 
a fiscal year to be used as a mere expedient 
for the deferment of a substantial tax for 
a beneficiary to a subsequent year. There 
is some deferment of income and tax on 
any change to a fiscal year, and the defer- 
ment depends on the closing date chosen. 
Where the application shows one bene- 
ficiary and income for the previous year of 
more than $20,000, and the September 30 
date is chosen, three months’ income pre- 
sumably would average more than $5,000. 
It is my understanding that the applica- 
tion would not be granted. If there were 
two beneficiaries, the income deferment per 
beneficiary in a trust with $20,000 income 
would be only $2,500 per beneficiary, and 
the application should be granted. If the 
closing date chosen was November 30, and 
there was only one beneficiary, the trust 
income could be as high as $60,000 a year. 
Some of ‘the large trusts in Pittsburgh 
were denied a September 30 closing but 
accepted a November 30 closing. 


Where a new trust is filing for the first 
time, it is not restricted as to the fiscal 
closing date. Even trusts with enormous 
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incomes apparently could elect a fiscal 
year, even one ending January 31, with an 
income deferment of eleven months for 
the beneficiary. Such a scheme, if a depart- 
ture from routine, might, however, not 
please the tax collector, who might invoke 
the general rule against methods not clearly 
reflecting income. 


Annualization 


When the reporting is changed from a 
calendar year to a fiscal year, income tax- 
able to the fiduciary, most frequently repre- 
senting capital gains, must be annualized, 
and the tax computed on the resulting 
amount and then reduced to the same 
extent that the income was increased when 
annualized. This annualization is provided 
for in the Code to prevent loss of tax 
revenue from the use of the lower brackets 
of surtax. The annualization has also the 
effect of reducing the trust exemption of 
$100 (technically a “credit”) pro rata for 
the shorter period. The increased income 
through annualization produces a tentative 
tax, which is reduced to the actual tax 
payable by a simple process which is the 
reverse of annualization. For those of us 
who have annualized many fiscal year 
taxes during the last two years, it is a very 
simple calculation. And only a small per- 
centage of trusts pays a tax in a particular 
year—roughly twenty per cent when the 
market is high and five per cent when the 
market drops. 


To offset any real inequities produced 
by annualization, Code Section 47 (c) (2) 
provides relief under an equitable method 
for use of the graduated surtax table in 
the year of change-over. Where the net 
income taxable to the fiduciary falls in the 
first surtax bracket of $2,000, no relief is 
provided for, or needed. For most of the 
fiduciary taxes, it is unnecessary, therefore, 
to make the extra calculations or apply 
for relief under 47 (c) (2). It is our 
experience that claims for refund need be 
filed for only about one per cent of all the 
trusts we put on a fiscal basis last year. 

Let me repeat that annualization of fidu- 
ciary tax and consideration of relief under 
47 (c) (2) apply only the first year, and 
then only on trusts changed to a fiscal 
year. 


When tax rates change, it is highly 
probable that two calculations of fiduciary 
tax will be required. Such a requirement 
was in the Code for taxable years begin- 
ning in 1945 and ending in 1946. The 
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double calculation would still represent 
only a small increase in the work of pre- 
paring a fiduciary return, and would be 
necessary only for taxable returns, or for 
five per cent to twenty per cent of the total 
number of returns. 


The period for utilizing a capital loss 
carry-over is reduced by the adoption of 
a fiscal year, but the few months’ reduction 
will have no effect in the great majority 
of cases. Trusts kept on a calendar year 
have a maximum of sixty months to absorb 
carry-over, while a trust changed to a 
fiscal year ending September 30 loses only 
three of the sixty months, and in the 
meantime may have acquired an additional 
carry-over in an intermediate year. 


Special Problems 


Finally, let us consider some _ special 
problems inherent in the fiscal year pro- 


_cedure. These do not necessarily represent 


disadvantages, but may be important con- 
siderations. 


We have considered the income defer- 


ment of beneficiaries under the fiscal sys- - 


tem. For instance, with a September 30 
closing of a trust’s tax year, the beneficiary 
has had cash income credited to him for 
October, November and December; but 
this income is not taxed to him that year. 
The next year, income for the correspond- 
ing period of three months is deferred for 
tax purposes. If tax rates are reduced in 
the future, the beneficiary saves the dif- 
ference in the tax rates on the quarter- 
year deferment of income. This deferment 
is continued year after year until the trust 
terminates as to the beneficiary, usually 
by his death. His death may occur well 
before the end of his tax year, so that 
his final tax will be computed in lower 
than usual surtax brackets. Normally, 
death occurs after the highly productive 
vears of personal effort have passed, when 
non-trust income is reduced. High medical 
expenses in the last year of life often 
afford a special deduction in computing net 
income. 


A Special Ruling from the office of the 
Commissioner of Internal Revenue. dated 
February 6, 1947, discusses the situation 
of the death, on November 1, of a life 
tenant of a trust having a fiscal year end- 
ing September 30. The ruling states that 
the distributable income of the trust for 
its taxable period ended September 30 and 
the distributable income of the trust for 
the period October: 1 to November 1 are 
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both includible in the final return of the 
deceased life tenant, whether or not the 
trust terminates with the death of the life 
tenant. The trust income accrued but not 
collected at the death of the life tenant, 
and not includible in the final return of the 
decedent, is taxable to the estate of the 
deceased life tenant. 


For nonresident alien beneficiaries, there 
may be a question as to when the with- 
holding should be reported. Does the tax 
year of the beneficiary prevail in these 
special cases, or is tax on trust income 
deferred until the end of the fiscal period? 
Until there is clarification, some trustees 
are not using the fiscal year for trusts 
with nonresident alien beneficiaries. Others 
are withholding the nonresident alien tax 
as the trust income is earned, reporting it 
and paying it on a calendar year basis. 


Let me mention briefly a few more 
considerations. The information at the 
source on Form 1099 may not be prepared 
on a fiscal basis, but must be kept on a 
calendar year. Such items would include 
attorneys’ fees, real estate brokers’ com- 
missions, compensation for those trustees 
that are not corporations, and amounts 
paid for investment counsel service. 


The fiscal basis is permissible for 
Philadelphia net profits tax returns, such 
as those covering operation of certain types 
of real estate. A change to a fiscal basis 
will be recognized if a copy of the Com- 
missioner’s letter granting the change for 
federal income tax purposes is attached to 
the first subsequent Philadelphia net profits 
tax return. 


If an application is made for change to 
a fiscal year and permission is granted by 
the Commissioner, the application and per- 
mission may be withdrawn by the trustee 
prior to the due date of the fiscal return 
by a letter to the Commissioner’s office. 
This is another example of the fine co- 
operation we have had from the Bureau in 
Washington. 


I have pointed out some of the diffi- 
culties and some of the uncertainties in 
connection with fiscal year trusts. To my 
mind, the advantages far outweigh the 
disadvantages. I hope that this discussion 
will serve to familiarize many with the 
workings of the fiscal year, so that they 
will recognize it as a friend and ally in 
obtaining tax advice letters promptly. I 
hope that other offices with a heavy tax 
load in the winter may be encouraged to 
adopt the fiscal year for certain trusts 
they operate. [The End] 
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The Taxpayer May Choose 





A Check List of Elections 


By MAX ROLNIK . . . LECTURER, NEW YORK CITY COLLEGE; 
CERTIFIED PUBLIC ACCOUNTANT, NEW YORK. REPRINTED 


FROM THE NEW 


TITHIN CERTAIN LIMITATIONS, 
a taxpayer has a wide choice as to how 
he may earn his income and file his returns 
in order to obtain the greatest tax benefit 
under the United States income tax law. In 
general, the choices relate to the different 
taxable entities, the sources of income, the 
methods of effecting a transaction, the citi- 
zenship and residence of the taxpayer, the 
time when a transaction is consummated, the 
taxable periods, the methods of accounting 
and the methods of filing the return and 
paying the tax. 


This article lists the more important of 
these choices in the form of a check list for 
ready reference, with little attempt at explana- 
tion. The reader must refer to the Internal 
Revenue Code, the Commissioner’s regula- 
tions and court decisions for more details. 


Taxable Entities 


The taxpayer has the choice of operating 
a business or owning property in the form 
of such taxable entity as is of best ad- 
vantage to him: i.e., as an_ individual, 
partnership or joint venture; as an estate 
or a trust; or as a corporation. Whether 
it is advisable to operate as one or the 
other, depends on the facts in a particular 
case. For example, in deciding between a 
partnership and a corporation, there must 
be taken into account the income tax 
payable by the partners on their share of 
the partnership income, as compared with 
the combired income taxes payable by the 
corporation and the stockholders. Taxable 
periods and methods of accounting will be 
discussed below. At this point it may be 
noted that even though taxpayers are closely 
related, the taxable period and method of 
accounting of one taxpayer need not 
conform to that of the other, There are 
some exceptions: first, where affiliated cor- 
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porations file a consolidated return; second, 
where husband and wife file a joint return. 
In these cases the taxable period must be 
the same. 


A taxpayer has the choice of arranging 
his affairs so that the income which nor- 
mally would be earned by himself is divided 
among several taxable entities, regardless of 
how closely related. This division may be 
accomplished by gift of income-producing 
property to members of one’s family, crea- 
tion of irrevocable trusts, joint ownership 
of property by two or more persons, resi- 
dence in a community property state, di- 
vorce and separation settlements (Code 
Sections 22 (k), 23 (u) and 171 (a)), and 
operation of a business (or ownership of 
income-producing property) by several part- 
nerships or corporations. It may be desira- 
ble to have several corporations in order 
to place the income in lower tax brackets, 
or several trusts, even of one grantor, for 
the same reason. A transfer by gift or in 
trust must consist of property—not of the 
income therefrom—or of income from per- 
sonal services; otherwise, the income is 
taxable to the donor or grantor. 


One disadvantage of the corporate form 
is that corporations are subject to un- 
distributed profits tax under Code Section 
102, or to surtax on personal holding com- 
panies. If possible, avoid personal holding 
company status. (Section 500.) On the 
other hand, certain corporations receive 
preferential treatment, e.g., Western Hemi- 
sphere trade corporations (Section 15) and 
regulated investment companies. (Sections 
361 and 362.) Affiliated corporations may 
be desirable because the loss of one may be 
offset against the profit of another on a 
consolidated return. Once they start filing 
consolidated returns, however, they gener- 
ally must continue to do so. (Seetion 141.) 
What is very important, is that the tax 
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basis of stock, bonds or debts of a sub- 
sidiary must be reduced by losses of the 
subsidiary availed of in the consolidated 
returns. (Section 113 (a) (11).) 

There are a number of rules to be ob- 
served as to the tax basis of property 
acquired or distributed by a partnership. 
The property acquired by a partnership as 
a contribution to a partner’s capital retains 
his tax basis. Property distributed by a 
partnership to a partner takes on an aliquot 
part of the tax basis of his interest in the 
partnership capital, with the result that the 
property may change its tax basis from that 
of the partnership so far as the partner is 
concerned, 


Citizenship and Residence 


The taxpayer has the following choices 
as to citizenship, residence and place where 
his income is earned—choices which will 
affect the tax: 

Citizens of the United States, resident 
aliens of the United States and domestic 


corporations: They are taxed on income 


wherever earned. 


Residents of community property states: 
They are taxed only on their share of the 
family income determined under state law. 

Nonresident aliens and foreign corpo- 
rations: They are taxed only on income 


from sources within the United States. 
(Section 119.) 


Western Hemisphere trade corporations: 
They are exempt from surtax. (Sections 15 
and 109.) 

China Trade Act corporations: They 
have certain exemptions from tax. (Sec- 
tions 116 (f), 261 to 265.) 

Foreign personal holding companies: The 
undistributed income is taxed to the stock- 
holders. (Sections 331 to 340.) 

Foreign corporations engaged in opera- 
tion of ships. (Section 231 (d).) 

Nonresident United States citizens: 
“Earned income” earned abroad is exempt. 
(Section 116 (a) (1).) 

Nonresident United States citizens or 
domestic corporations: Their income from 
business (or as employees) earned in a 
possession of the United States is exempt. 
(Section 251.) 

Income from countries having tax treaties 
(United States and Great Britain, Canada, 
France and Sweden): The income is subject 
to special rules. : 
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Source of Income 


Because of constitutional or statutory 
exemptions or limitations on tax, the source 
of income is very important to the taxpayer. 

Unrealized appreciation: In the first 
place, unrealized appreciation in value does 
not result in taxable income until the 
property is sold. Accordingly, the tax- 
payer has an opportunity to select sources 
of income which give nontaxable apprecia- 
tion. Here are some examples: 


Property which is not income-producing 
but which has future possibilities, such as 
unproductive land, oil and mineral prop- 
erties. In fact, expenses to carry these may 
be deducted against other income. 


Stocks of corporations—those which 
pay no dividends or small dividends, and 
accumulate their earnings, or those which 
pay nontaxable stock dividends (Section 
115 (f)) or dividends out of capital or out 
of depletion reserves. Stock dividends may 
be sold, if desired, at capital gain rates. 
Observe, however, possible tax on corpora- 
tions under Section 102. 


Bonds selling “flat,” purchased with ac- 
cumulated interest arrearages. Such in- 
terest when received is not income but a 
reduction of the tax basis. 


Real estate on which the lessee will make 
improvements, (Section 22 (b) (11).) 


Exempt or other favored income: Many 
transactions produce income which is either 
exempt from tax or which receives other 
favorable treatment. The taxpayer has the 
choice of selecting favored income from 
among the following: 


(1) Income from securities: 


(a) Interest on obligations of a state or 
its political subdivision is exempt. 

(b) In case of a corporate stockholder, 
dividends on stock of domestic corpora- 
tions receive exemption to the extent of 
the dividends. These receive credit. 

(c) Dividends on certain preferred stocks 
of public utility corporations are, however, 
subject to full surtax. (Sections 15 (a) 
and 26 (h).) 

(2) Income from compensation: 

(a) Receipts under profit-sharing or pen- 
sion plans. (Section 165 (b).) 

(b) Compensation for services rendered 
over thirty-six months. (Section 107 (a).) 

(c) Income from artistic work or inven- 
tion earned over thirty-six months. (Sec- 
tion 107 (b).) 

(d) Back pay. (Section 107 (d).) 
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(3) Gain or loss on sales: 


(a) Gains on sale of capital assets held 
for more than six months. (Section 117.) 


(b) Gains on sale of depreciable property 
or real estate held for more than six months, 
and used in business or for rental. (Sec- 
tion 117 (j).) 

(c) Gain from sale of oil and gas prop- 
erties. (Section 105.) 


Method of Effecting Transaction 


Besides the choice of the taxable entity 
and the nature of the income, the taxpayer 
has the choice as to the method of effecting 
a transaction to obtain the most tax 
benefit. These choices as to method apply 
particularly to sales and other dispositions 
of property. 

Sales and other dispositions of property: 
The taxpayer has the choice of making or 
not making a sale or other disposition of 
property, and of selecting which property 
to sell, taking into account its tax basis 
and the period it was held. He may also 
take into account the fact that certain 
gains and losses on sales or exchanges of 
property receive special treatment. The 
following is a list of some of these choices. 
The taxpayer may decide whether to meet 
(or fail to meet) definitions and other 
requirements in order to obtain the most 
advantageous choice. 


Installment sales. (Section 44.) 


Sales of capital assets. Note that a 
“short sale” may enable the holding period 
to be retained. 


Sale of depreciable property or real estate 
used in trade or business. (Section 117 (j).) 
Note that abandonment, instead of sale, 
will remove loss from total of net gain 
under that section. 


Sale of securities in order to have (or 
avoid having) wash loss. (Section 118.) 

Sale to establish a gain, in order to 
obtain stepped-up tax basis on repurchase. 

Sale of stock by stockholders, instead of 
sale of its assets by corporation. 


Sale at loss to strangers, instead of di- 
rect or indirect sale to related interest. 
(Section 24 (b).) 


Disposition of property by contribution 
to charity, etc. This does not result in 
gain or loss; nevertheless, the deduction 
for charitable contributions is based on 
fair market value at time of contribution. 

Gift of property, or transfer in trust. 
This does not result in gain or loss. How- 
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ever, donor’s tax basis must be taken into 
account by donee. 


Dividends or other distributions by a 
corporation of property having higher or 
lower value than its tax basis. Distribu- 
tions in kind do not result in gain or loss 
to the corporation. However, the stock- 
holder uses value at date of distribution 
for determining his income or gain or loss. 


Sale of portion of his partnership interest 
by partner. This may be a capital gain. 
Compare with partnership’s taking in a 
new partner. 


Nonrecognized gains and losses: The tax- 
payer has a choice of obtaining (or not 
obtaining) the advantages or disadvantages 
of gains or losses which are not recognized 
under Code Section 112, by having the 
transfer, exchange, reorganization, liquida- 
tion, etc., meet (or fail to meet) the re- 
quirements. Note particularly rules as to 
business purpose, and the definitions of 
“exchange,” “reorganization,” “securities,” 
“party to a reorganization,” “control,” etc. 
The taxpayer must consider the effect on 
the tax basis of the securities or other 
property received. In general, the basis 
of property acquired in an exchange where 
no gain or loss is recognized depends on 
the basis of the property delivered in ex- 
change. Similarly, the basis of property 
acquired by a corporation in exchange for 
stock or securities (or on liquidation of a 
subsidiary) where no gain or loss is recog- 
nized depends on the basis to the predeces- 
sor owner. 


Corporate expenses, dividends and other 
distributions: In the case of payments of 
compensation, or dividends or other dis- 
tributions, by a corporations to stock- 
holders, we have the following choices in 
taking into account both the tax of the 
corporation and that of its stockholders: 

Amount of compensation, intersst, rent, 
etc. Reasonable amount is deductible by 
payor; entire amount received is income 
of recipient. 

Bargain purchase by stockholder. 
may be treated as dividends, however. 

Loans to stockholders. This, however, 
may be treated as dividends. 


Dividend payment or nonpayment. Com- 
pare tax under Section 102 to tax on stock- 
holders. 


This 


Dividends in property having value higher 
or lower than corporation’s tax basis. Com- 
pare to sale of property by corporation. 


Redemption or retirement of stock. Note, 
however, that if in partial liquidation, it 
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may be treated as dividend under Section 


115 (g). 


Distribution of property by corporation 
and its sale by stockholders. However, it 
may be treated as a sale by the corporation. 
(Court Holding Company v. Commissioner 
[45-1 ustc J 9215], 324 U. S. 331.) 


Other choices: Other choices relate to 
the following matters: 


Operation as dealer or as investor (or 
trader). Choice will determine right to 
inventory, amount of carry-overs and car- 
ry-backs of net operating losses, deduction 
of wash losses and treatment of assets as 
capital assets (or as depreciable property 
or real estate, other than assets held for 
sale to customers). 


Purchase compared to lease of property. 
Note limitation on rental deduction. (Sec- 
tion: 23: Ga) €) (A)) 

Sale of property compared to rental. 

Collection of money as advance rental 
compared to “deposit” or “security.” 

Capitalization of corporation. Compare 
capitalization with redeemable preferred 
stock or bonds, to that with all common 


stock. In case of recapitalization, observe . 


rule as to “business purpose.” 


Cutting of timber. There is an election 
to treat gain as capital gain. (Section 117 
(k).) 

Creditor’s bid for property at foreclosure 
at amount of unpaid loan. Compare to bid 
at fair value of property. 

Valuation of decedent’s estate at date of 
death. Compare to optional valuation date. 


Timing 

A very important group of choices con- 
cerns the time when a transaction is to be 
consummated in order to enable the tax- 
payer to equalize income, avail himself 
fully of deductions such as carry-overs and 
contributions, or obtain advantage of long- 
term capital gain or short-term capital 
loss. A list of these choices follows: 

Sales or other dispositions of property: 
Time of sale or other disposition so that 
gain or loss will be realized in most ad- 
vantageous period. Note possibility of 
making consignment sale, or executory 
contract to sell, or “short sale.” 

On installment sale the amount of pay- 
ment each year may possibly be controlled. 


Time of sale to obtain benefit of long- 
term classification of profit, or short-term 
classification of loss. (Section 117 (h).) 
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Time of sale of stock. Compare sale 
before or after dividend payment. 


Time of sale of bonds purchased flat 
with accrued interest. Compare sale before 
or after payment of interest. 


Time of disposition of decedent’s accrued 
income by estate or beneficiary. (Section 
126 (a) (2).) 

Time of disposition of installment obli- 
gations. (Section 44 (a).) 

Time of organization of partnership in 
order to benefit partners. 


Time of liquidation of partnership in 
order to benefit partners. 


Time of liquidation of corporation in 
order to benefit stockholders and prevent 
waste of carry-overs and carry-backs of 
corporation. 


Time of sale of real estate to obtain 
deduction of real estate tax as such. 


Time of sale of depreciable property or 
real estate to obtain ordinary loss or long- 
term capital gain. (Section 117 (j).) 

The taxpayer may also anticipate or 
defer transactions other than sales. Here 
are further examples as to timing: 


Purchases: 


Time of purchase of real estate, in order 
to obtain deduction of real estate tax. 


Time of purchase of securities, in order 
to prevent (or obtain) loss on wash sale. 

Time of acquisition of property to re- 
place that involuntarily converted (or es- 
tablishment of replacement fund). 


Time of purchase of stock where dividend 
is anticipated. 


Realization of other income: 


Time of receipt (or accrual) of interest, 
dividends, rent, etc., particularly from re- 
lated interests. 


Time of rece‘pt of distribution from 
estate in process of administration or from 
trust. Observe sixty-five-day rule. (Sec- 
tion 162 (d).) 

Time of settlement of claims. 


Time of receipt of back pay, to meet 
requirements. (Section 107 (d).) 

Time of receipt of compensation for 
services over thirty-six months, to meet 
requirements. (Section 107 (a).) 

Time of receipt of income from artistic 
work or invention, to meet requirements, 


(Section 107 (b).) 
Incurring other deductions: 


Time of payment of interest or expenses 
to related interests, (Section 24 (c).) 
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Time of payment (or accrual) of ex- 
penses, repairs, bonuses, medical expenses. 
Medical expenses, for example, are subject 
to limitation as to amount and percentage 
of income. 


Time of payment of charitable contri- 
butions. They are subject to limitation 
(Sections 23 (0) and 23 (q).) Note pos- 
sibility of organizing a charitable foundation. 


Time of contributions to pension and 
profit-sharing plans. (Section 23 (p).) 


Time of settlement of claims. 


Credits for undistributed profits taxes: 


Time of payment of dividends (or elect- 
ing consent dividends under Section 28 (c)), 
to obtain credit for undistributed profits 
tax under Section 102. 


Time of payment of dividends (also of 
consent dividends and deficiency dividends), 
liquidation of liabilities and redemption of 
preferred stock by personal holding com- 
pany, to obtain credit for personal holding 
company tax. (Section 504.) 


Taxable Period 


The taxpayer has an election as to the 
taxable period. Once made, the election 
must be continued until permission to 
change is obtained. In making his election, 
he must give consideration to such matters 
as his current and future income and the 
possibility of change in tax rates. The 
following is a list of the elections and 
points to be observed in connection there- 
with: 


Calendar year. (Section 41.) 


Fiscal year. What month-end? (Sec- 


tion 41.) 


Change in taxable period, (Section 46.) 
Consider the possible waste of carry-backs 
and carry-overs, and the effect of annuali- 
zation of the short period. (Section 47.) 


Method of Accounting 


Two taxpayers with exactly the same 
transactions may have different taxes be- 
cause of varying elections as to the method 
of accounting for income and deductions. 
A list of such elections and points to be 
observed in connection therewith follows: 


General methods: 


Cash basis or accrual basis. 
42 and 43.) 


Installment sales basis of dealers. 
tion 44.) 


Long-term contract bases. 
111, Section 29.42-4.) 


(Sections 
(Sec- 


(Regulations 


Specific methods as to particular item of 
income or deductions: 

Inventory valuation: cost; cost or mar- 
ket, whichever is lower; market, regardless 
of cost; retail method; last-in, first-out 
method. (Sections 22 (c) and (d).) 

Bad debts: Actual or reserve method. 
(Section 23 (k).) 

Depreciation methods: straight-line; de- 
clining balance; units of production; special 
methods for mines, wells and timber tracts. 
(Code Sections 23 (1) and (m); Regulations 
111, Section 29.23(m).) 

Depletion methods: cost basis; discovery 
value basis; percentage basis, (Code Sec- 
tion 23 (m); Regulations 111, Section 
29.23 (m).) 


Elections as to capitalization of items: 

Option to deduct or capitalize intangible 
drilling and development costs. (Regula- 
tions 111, Section 29.23 (m).) 

Option to deduct or capitalize carrying 
charges. (Code Section 24 (a) (7); Regu- 
lations 111, Section 29.24.) 


Elections as to foreign income taxes: 

Foreign income tax. Taxpayer may de- 
duct tax or claim it as credit against 
United States tax. (Sections 23 (c) and 
131.) 

Foreign income tax of cash basis tax- 
payer. Taxpayer may accrue tax. (Sec- 
tions 23 (c) and 131.) 


Miscellaneous elections: 

Income resulting from certain reduction 
or cancellation of taxpayer’s indebtedness. 
(Sections 22 (b) (9) and (10), and 113 (b) 
(3).) Taxpayer may exclude income and 
adjust tax basis of property. 

Recovery of unconstitutional federal 
taxes. Taxpayer may exclude recovery and 
revise prior return where tax was deducted. 
(Section 128.) 

Amortization of bond premiums. 
tion 125.) 

Discount on certain government bonds 
owned by cash basis taxpayer. Taxpayer 
may accrue the income. (Section 42 (b).) 

Commodity credit loans. (Sections 123 
and 113 (b) (1) (G).) 

The taxpayer may request a change in 
method of accounting. Before doing so, 
he should consider the possible duplication 
of items and the possible waste of carry- 
backs and carry-overs. 


(Sec- 


Returns and Payments 


When the taxpayer prepares and files 
his return, he has more elections, listed 
below: 
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A married person may file a separate 
return or joint return of husband and wife. 
This election is not dependent on the 
previous method used. Among other things 
to be taken into account in making the 
election are limitations on contributions 
and medical expenses, use of actual deduc- 
tion or standard deduction, the offset of 
deductions of one spouse against the in- 
come of the other, the possibility of changes 
in income and deductions by the Commis- 
sioner, and the fact that each spouse is 
liable for full tax on the joint return. 
(Sections 51 (b) and 58.) 


A group of affiliated corporations may 
file a consolidated return. Observe rules 
as to possibility of filing a separate return 
although a consolidated return was filed in 
the previous year. 


An individual may claim the standard 
deduction instead of actual deductions. 
(Section 23 (aa).) 


A casual sale of personal property or 
a sale of real property may be reported as 
an installment sale, regardless of the method 
used in previous year (Sections 44 (a) and 


(b).) 


Back pay, and compensation earned over 
thirty-six months, may be allocated to years 


earned. (Sections 107 (a), (b) and (d).) 


Foreign income tax may be claimed either 
as a deduction or as acredit. (Sections 23 
(1) (c) and 131.) 


Expenses and losses may be claimed by 
an estate unless they are claimed as deduc- 
tion for estate tax purposes. (Code Sec- 
tions 23 (e) and 162 (e); Regulations 111, 
Section 29.23 (a) (15).) 


An individual may compute his tax under 
the optional method, Supplement T. (Sec- 
tions 400 and 402.) 


The tax may be paid in one amount or 
in installments. (Section 56 (b).) 


Permission may be requested to extend 
the date for filing the return. 


Permission may be requested to extend 
the date for payment of any tax installment. 
(Section 56 (c).) This is particularly 
important where carry-back is expected. 
(Sections 3779 and 3781.) 


In the case of additional taxes or claims 
for overassessment of taxes, the taxpayer 
has further elections: 


He may extend the period of limitations 
on assessment and refund. (Section 322.) 
See also Section 3801 for mitigation of the 


effect of the limitation provision in certain 
cases. 


Taxpayer May Choose 








He may appeal to the Tax Court and 
pay tax pending decision, or hold up pay- 
ment. On the other hand, he may pay the 
tax, file claim for refund and sue in the 
District Court or Court of Claims. This 
may be more desirable in view of the rule 
in Dobson v. Commissioner [44-1 ustc § 9108], 
320 U. S. 489. 


He may change his previous election as 
to deduction or credit of foreign income 
tax. 


In case of personal holding company tax, 
a deficiency dividend may be paid. (Sec- 
tion 506.) 


The taxpayer may obtain a closing agree- 
ment. (Section 3760.) 


He may obtain a quick tentative refund 
(or credit) on account of a carry-back. 
(Sections 3780 and 3781.) 


Where tax for a short period was based 
on annualization of income, correction 
may be made on the basis of the actual 
results of a twelve-month period. (Section 


47 (c).) 


Conclusion 


While a taxpayer may choose the method 
of earning income or reporting income that 
will result in the most tax benefit, every 
transaction must be bona fide. There must 
be observance of both form and substance, 
the spirit as well as the letter of the law. 
(Gregory v. Helvering [35-1 ustc { 9043], 
293 U. S. 465.) In many cases, this is 
specifically, often arbitrarily, provided for 
in the statute, and in other cases, by court 
interpretation. The following are some 
illustrations in addition to those mentioned 
previously: 

Expenses accrued to related interests 
and not paid to them within a specified 
time are not allowed, (Section 24 (c).) 
A loss, voluntary or involuntary, on sales 
between related interests may not be al- 
lowed. (Section 24 (b).) Income and 
deductions may be allocated by the Com- 
missioner among related interests. (Sec- 
tion 45.) Deductions and credits in the 
case of certain acquisitions of: stock of a 
corporation, or of property by a corpora- 
tion, may not be allowed by the Commis- 
sioner. (Section 129.) The corporate tax 
entity may be disregarded in order to 
protect the Treasury. Partnerships having 
the attributes of corporations are taxed as 
corporations. Estates or trusts having the 
attributes of corporations may be taxed as 
corporations. The income of certain trusts 
is taxable to the grantor. (Sections 22 (a), 
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166 and 167.) A sale of property acquired 
from a corporation by a stockholder may 
be treated as a sale by the corporation, 
particularly where negotiations for the sale 
occurred prior to the acquisition by the 
stockholder. Bonds or indebtedness of a 
corporation may be treated as “stock.” The 
partnership income of one partner may be 
increased by the share of a member of his 
family, with the latter’s own capital con- 
tribution and services taken into account; 
this capital contribution should not have been 
received from the first-mentioned partner. 

Transfers of securities to certain foreign 
corporations may be subject to tax. (Sec- 
tion 1250.) Undistributed account income 
retained to save tax to the stockholders is 
subject to tax. (Section 102.) Certain 
redemptions or retirement of stock are 
taxable as dividends. (Section 115 (g).) 
In cases of nonrecognized gains and losses 
under Section 112, the basis of securities or 
other property received must be based on 
that delivered in exchange or on the basis 
to the predecessor owner. Money or prop- 
erty received in reorganizations may be 
taxable as dividends. (Section 112 (c) 
(2).) Deferred income must eventually be 
reported, e.g., in the case of installment 
sale and on the disposition of the install- 
ment obligation. Nonrecognized gains and 
losses may eventually enter in the return 
because of the adjustment of the tax basis. 


The Commissioner has the right to dis- 
allow deductions that are in reality per- 


taxpayer is to acquire title), or distributions 
of dividends in the guise of officers’ salaries, 
or nonallowable gifts. 


Every choice should consider the taxes 
of the taxpayer and of related interests 
(members of a family, affiliated corpora- 
tions, stockholders) for the current and 
future periods, the retention or adjustment 
of tax basis of property and the possible 
waste of carry-overs and carry-backs. The 
choice should take into account possible 
future changes in tax law and tax rates. 
It weighs not only income taxes but the 
gift tax and estate taxes. Reference should 
be made to the Internal Revenue Code and 
the Regulations to make sure that an elec- 
tion is made at the proper time and in the 
proper manner, and to ascertain the extent 
to which it is binding on future years. 


Finally, in exercising a choice, the tax- 
payer must bear in mind that taxes are not 
the only things that matter. He should 
consider such matters as the powers and the 
satisfaction that come from ownership and 
control of property—powers and satisfac- 
tion which he loses when he parts witl 
his property. In deciding on a partnership, 
he should think of the unlimited liability 
of a partner, and ask whether this liability 
can be neutralized by a limited partnership. 
When deciding on purchasing stock of a 
corporation, the possibility of unknown 
liabilities of the corporation should be 
carefully checked. Some choices can be 
made easily, others can be made only after 


sonal, living or family expenses, or capital 


much study of the advantages and the 
expenditures (for example, rent paid when 


disadvantages. [The End] 


STATES HELP COLLECT ONE ANOTHER’S TAXES 


You can’t escape the long arm of the law—so it says 
here in the script—and now this means the long arm of the 
tax collector even when he is collector of another state. 
The courts of Alabama, Oregon and Wisconsin have been 
empowered by new laws to entertain suits by taxing 
officials of other states to collect taxes due them. One 
method of reaching into another state for taxes owed was 
through the federal courts, but this meant obtaining a 
judgment first in the creditor-state’s court and asking the 
federal court to enforce the judgment in the state where 
the judgment debtor-tax-skipper was found. These new 
laws are reciprocal in nature, and probably many another 
state will follow their lead with the same type of law. 
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Directors’ Liability Under Section 102. 
Directors of the Trico Products Corpora- 
tion were obliged to return to their corpo- 
rate treasury the amount of the penalty tax 
under Code Section 102 which the corpora- 
tion had to pay because of its discriminatory 
and conservative dividend policy, and then 
declare adequate dividends to all stockhold- 
ers. Mahler et al. on behalf of Trico Prod- 
ucts Corporation v. John R. Oishei et al. and 
Trico Products Corporation, New York Su- 
preme Court, New York County, December 23, 
1947; aff’g referee’s decision. [See 485 CCH 
{| 8731.] 

This is apparently the first reported case 
in which directors were held liable for the 
penalty tax paid by a corporation under 
Code Section 102 for an unreasonable ac- 
cumulation of corporate profits. The Trico 
v. McGowan case [46-2 ustc § 9338], involv- 
ing an attempt by the corporation to recover 
the Section 102 penalty from the govern- 
ment, is now on appeal before the Second 
Circuit Court of Appeals. 


LIFO. The use of dollars in valuing inven- 
tories and the failure to match goods phys- 
ically at the beginning and at the end of a 
tax year do not disqualify a taxpayer from 
using the last-in, first-out method in valuing 
inventories. Edgar A. Basse [CCH Dec. 
16,264], 10 TC —, No. 41. 


Pension Plans. When an employer’s con- 
tribution to a pension trust for employees 
is tax exempt, the employees are not held 
taxable thereon in the year of the contribu- 
tion. George Von Hoffmann [CCH Dec. 
16,255], 10 TC —, No. 38. 


Estate Income. Estate income, including 
capital gain, is taxable to a residuary legatee 
who received his legacy in the year of the 
capital gain when the final accounting was 
rendered. Carlisle v. Commissioner [48-1 
ustc J 9171], CCA-6, February 3, 1948; aff’g 
[CCH Dec. 15,675], 8 TC 563. 
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by J. H. Landman 


Peat, Marwick, Mitchell & Co. 
New York 


Sale of Business by Trust to Benefici- 
aries. Beneficiaries of a trust receive a tax- 
able distribution measured by the difference 
between the fair market value of good will 
and assets and the consideration received 
therefor when the trust sold a business to a 
partnership consisting of these same benefi- 


ciaries. John QO. Shunk [CCH Dec. 16,253], 
10 TC —, No. 36. 


Workmen’s Compensation Benefits. 
Workmen’s compensation awards are not ex- 
empt from delinquent federal income tax levies 


- by the Treasury, despite the fact that they 


are exempt from commercial creditor claims 
by state law. U.S. v. Ocean Accident and 
Guarantee Corporation, Ltd.- [48-1  ustc 
7 9178], DC N. Y., February 5, 1948. 


Nontaxable Purchase of Own Bonds. 
When a solvent corporation, by direct nego- 
tiations, purchases its own bonds at a dis- 
count from a bondholder who is closely 
connected with the purchaser, the result is 
a gratuitous forgiveness of a debt free of 
tax. When the seller does not have a per- 
sonal or business relationship with the pur- 
chaser, taxable income results. Edmont 
Hotel Company [CCH Dec. 16,242], 10 TC —, 
No. 31. 


Unreasonable Accumulation of Profits. 
Where shareholders are paid dividends after 
the close of a corporation’s fiscal year but 
within the shareholders’ taxable year, the cor- 
porate profits are not retained to shield 
stockholders from high surtaxes. There- 
fore, the penalty Section 102 tax does not 
assert itself against the corporation. Gus 
Blass Company [CCH Dec. 15,885], 9 TC 15; 
acq. 

Deductibility of New York Real Estate 
Taxes. A purchaser of a realty on January 
7, 1943, may deduct the New York City real 
estate taxes for the second half of the fiscal 
year ended June 30, 1943, which it paid on 
April 1, 1943. Milner Hotels, Inc. [CCH 


Dec. 16,249(M)], TC memo. op. 
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Sale of Corporate Assets Taxable to 
Stockholders Only. The sale of corporate 
property following liquidation is taxable to 
the stockholders only, and not to the corpo- 
ration as well, when the stockholders dis- 
pose of the assets on exclusively their own 
behalf. U. S. v. Cummins Distilleries Corpo- 
ration [48-1 ustc § 9176], CCA-6, February 
6, 1948. 


Gift and Income Taxes, Too. It is not in- 
consistent for a creator of a trust to be sub- 
ject to a gift tax for the property he donates 
to his trust, while he remains taxable on 
the trust income arising therefrom because 
of the managerial control he has over the 
property. Lockard v. Commissioner [48-1 
ustc § 10,604], CCA-1, February 5, 1948; aff’g 
{CCH Dec. 15,471] 7 TC 1151. 


Double Dependency Deduction for Wid- 
ow. A deceased husband’s final return and 
the second husband’s return may each take full 
deductions for the same wife if the widow 
remarries in the year of her first husband’s 
death. I. T. 3888. 


Michigan Community Property Law. 
For tax purposes, compensation earned by 
either spouse in Michigan prior to July 1, 
1947, is not subject to equal division be- 
tween the spouses, irrespective of the date 
when such income was received. I. T. 3890. 


Dealers in Securities. Securities procured 
by a dealer for his private investment retain 
their character as capital assets even though 
he deals in the same type of securities in the 
ordinary course of his business. I. T. 3891. 


Traders in Securities. Traders in securi- 
ties may deduct premiums paid on borrowed 
shares to maintain a short portion and amounts 
equivalent to dividends on those shares. 
W. T. Wilson [CCH Dec. 16,241], 10 TC —, 
No. 30. 


Personal Holding Company Surtax. De- 
preciation and maintenance expenses of lum- 
ber schooners which have been idle for years 
may not be deducted in computing personal 
holding company surtax if they are not held 
for business purposes and if they are held 
without expectation of profit. They are, 
however, deductible in computing normal 
tax and surtax. Wilson Brothers & Com- 


pany, ibid. 


New Municipal Bonds for Old. New mu 
nicipal bonds exchanged for old ones with 
different maturity and call dates result in a 
taxable exchange. Emery v. Commissioner 
[48-1 ustc $9165], CCA-2, January 30, 1948; 
aff’g [CCH Dec. 15,770] 8 TC —, No. 112. 
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Capital Stock Tax. The capital stock tax 
liability accrues at the beginning, rather than 
at the close of the capital stock period for 
an accrual basis taxpayer. Wailliam C. At- 
water & Company, Inc. [CCH Dec. 16,240], 
10 TC —, No. 29. 


Tax Refunds. A Tax Court decision is a 
final adjudication even though a later retro- 
active statute allows certain nonbusiness 
expense deductions which were not allow- 
able at the time of the trial. Mayte Ross 
v. U. S. [48-1 ustc J 9163], Ct. Cls., February 
2, 1948. 


Tax Inconsistencies. Provision is made 
in the Internal Revenue Code to correct cer- 
tain inequities caused by the running of the 
statute of limitations. But a correction of 
an erroneous valuation of inventory is not 
one of them. Gooch Milling & Elevator Com- 
pany v. U. S. [48-1 ustc 79169], Ct. Cls., 
February 2, 1948. 


Cash to Accrual Basis. Where a taxpayer 
changes his method of bookkeeping from 
the cash to the accrual basis, he must re- 
port his taxable income on the accrual basis 
as well. The fact that he had uniformly 
filed his tax return on a cash basis, gives 
him no right to continue to do so once he 
has abandoned the cash basis for bookkeep- 
ing purposes. C. L. Carver [CCH Dec. 
16,229], 10 TC —, No. 23. 


Right To Change Income and Benefici- 
aries. The mere reservation of the right to 
change beneficiaries and their incomes does 
not make the income of the trust taxable to 


the creator of trust. Carman v. U. S. [48-1 
ustc J 9161], Ct. Cls. February 2, 1948. 


Foreign Tax Credit. Whether a taxpayer 
intended to claim foreign taxes as a credit 
or as a deduction, is determined by an inter- 
pretation of its entire tax return, and not by 
some erroneous answer, or omission of an 
answer, on its tax return. Ethyl Corporation 
v. U. S. [48-1 ustc 9 9168], Ct. Cls., Feb- 
ruary 2, 1948. 


Money Paid for Police Protection in 
Illicit Enterprise. Money paid for police 
protection in the operation of an illegal 
horse-book business is not deductible. 
Legitimate expenses, such as agents’ sal- 
aries, however, are deductible. G. A. Co- 
meaux {CCH Dec. 16,238], 10 TC —, No. 27. 


Tax Penalties. The penalty, but not the 
tax, for failure to file a personal holding com- 
pany return due to the wrong advice of a certi- 
fied public accountant, may not be imposed 
because the taxpayer had good cause to rely 
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on the accountant’s advice. Orient Invest- 
ment & Finance Company v. Commissioner 
[48-1 ustc 9162], CA of DC, February 2, 
1948; rev’g [CCH Dec. 15,546(M)], 6 
TCM —. 


Premiums Paid and Unamortized Dis- 
count. Premiums paid and unamortized 
discount and expense when corporate bonds 
are retired are not deductible in the retire- 
ment year, but are amortized annually over 
the life of the new bonds when they are 
issued under the original mortgage inden- 


ture. South Carolina Continental Telephone 
Company [CCH Dec. 16,228], 10 TC —, 
No. 22. 


Tax-Free Exchange of Lots. An ex- 
change of a lot for a lot is tax free even 
though the transferee is not the original 
negotiator. W. D. Haden Company v. Com- 
missioner [48-1 ustc § 9147], CCA-5, Jan- 
uary 23, 1948; aff’g in part [CCH Dec. 
15,103(M)], 5 TCM 250. 


Predecessor’s Tax Liabilities. A predeces- 
sor’s tax liabilities, including interest up to 
the date of the merger, is a capital expend- 
iture and not a fully deductible expenditure 
in a tax-free exchange. The interest on the 
tax liabilities since the merger and the legal 
expenditures incurred by the successor- 
corporation are fully deductible by it. Jbid. 


Bankruptcy Recapitalization. An _  ex- 
change of bonds for bonds in a bankruptcy 
proceeding is tax free because such a trans- 
action has a corporate business purpose. 
The continuity-of-interest doctrine does not 
apply to an exchange of bonds for bonds. 
Hence, the taxpayer may sell his new bonds 
immediately after the exchange without 
vitiating the tax immunity of the original 
transaction. Commissioner v. Estate of 
Franklin S. Edmonds [48-1 ustc { 9160], 
CCA-3, January 27, 1948; aff’g [CCH Dec. 
15,318(M)] 5 TCM 668. 


Installment Sales. The sale of a debtor’s 
installment notes by a creditor with the 
proceeds applied against an insolvent tax- 
payer’s debt gives rise to a tax dilemma. 
The sale of installment obligations results 
ordinarily in taxable gain; and if a creditor 
forgives indebtedness, no taxable gain re- 
sults, provided the debtor remains insolvent. 
The Tax Court and the Fifth Circuit Court 
hold that a debtor in these circumstances 
realizes income despite his insolvency. Home 
Builders Lumber Company [48-1 ustc ¥ 9182], 


CCA-5, February 13, 1948; aff’g [CCH. Dec. 
15,515(M)] 5 TCM 1054. 


Good Will. Good will may be included 
in equity-invested capital for excess profits 
tax purposes at fair market value as of the 
date of its acquisition. Clarence Whitman 
& Sons, Inc. [CCH Dec. 16,243], 10 TC —, 
No. 32. 


Gift Property. Cash and other property 
received by a taxpayer from a community 
to induce it to operate a factory are not 
includible in equity-invested capital or ac- 
cumulated earnings in order to arrive at an 
excess profits credit even though the depre- 
ciation deduction in the building is predi- 
cated on its entire cost value, including the 
donated money of the community. Brown 
Shoe Company, Inc. [CCH Dec. 16,252], 10 
TC—, No. 35. 


Abnormal Deductions (Section 711). 
Sales promotion expenses for future sales may 
be an abnormal deduction as to quantity, 
and bad debts may be abnormal as to char- 
acter when not.related to the business. Con- 
sequently, they are restorable to base period 
(1936-1939) income only in excess of 125 


- per cent of the average of that type of 


deduction during the test period when ab- 
normal as to quantity, and in full when 
abnormal as to character, in order to arrive 
at an earnings credit for excess profits taxes. 
Excise taxes paid do not qualify for this tax 
privilege because they are a direct conse- 
quence of the taxpayer’s business. Frank 
H. Fleer Corporation [CCH Dec. 16,237], 10 
TC —, No. 26. 


Charitable Bequests. A decedent’s estate 
is entitled to a deduction of the entire amount 
of charitable bequests for estate tax pur- 
poses even though a part of them is in ex- 
cess of the maximum amount allowed by 
state law for charitable contributions. Es- 
tate of Melusina H. Varick [CCH Dec. 
16,258], 10 TC —, No, 39. 


Evaluating Charitable Bequests. The 
power of a trustee to invade principal for 
the care and maintenance of a life beneficiary, 
does not make a charitable bequest non- 
deductible from a decedent’s gross estate 
because of inability to evaluate its amount. 
Its evaluation is measured by the actual life 
expectancy of the life beneficiary in the light 
of his condition of health and standard mor- 
tality tables. Estate of Nellie H. Jennings 
[CCH Dec. 16,263], 10 TC —, No. 40. 


—$ 
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IV 

National Grocery Company 
Unreasonable Accumulation 
of Corporate Surplus 


Tax Classics e e by Robert S. Holzman 


7 ROM HERACLITUS? to Hiroshima, 
change has been recognized as the order 
of the day. Nothing remains as it was. 
Therefore, it is very reassuring (in one 
sense) to know that the surtax on unreason- 
able accumulation of surplus always has 
been with us. “Always,” of course, means 
since the birth of our present income tax law 
in 1913. 


Changes there have been. Originally the 
imposition was upon the stockholders rather 
than upon the corporation. Formerly fraud 
had to be present. In the beginning, pre- 
sumption was not an offensive weapon in 
the hands of the Commissioner. For a long 
time, the levy was a tax rather than a surtax. 
But the fundamental concept has been the 
same these many years: if a corporation, 
without good corporate reason, retains earn- 
ings so that the stockholders are saved the 
personal surtaxes they would have had to 
pay on dividends, there will be a penalty 
surtax. So said Section II A, subdivision 
2, of the Tariff Act of 1913. So says Section 
102 of the present Internal Revenue Code. 


The conflicting social and economic 
schools of thought behind this doctrine 
never have concerned the courts. The only 
judicial question is whether the corporation 
has been formed or availed of for the inter- 
dicted purpose. It was only a matter of 
time, of course, before some company got 
caught in the toils and then asked the even 
more basic question: Can those Washington 
fellows get away with this? 


The National Grocery Company had oper- 
ated a chain of grocery stores since 1911. 
It was a bona fide business organization, 
obviously formed for commercial purposes. 
But Henry Kohl owned the full $100,000 
stock issue; and whatever President Kohl 
decided in behalf of the corporation, might 
have been dictated by the personal interests 


1The ‘‘weeping philosopher’’ (B. C. 530-470). 
who proclaimed that ‘‘all is flux.”’ 


of Stockholder Kohl. The Commissioner of 
Internal Revenue believed that stockholder 
consideration had influenced corporate reten- 
tion of surplus, and asserted a $477,322.81 tax 
deficiency under the Revenue Act of 1928, 
when the applicable section was denominated 
104. Was the Commissioner correct? And, 
more important, was Section 104 constitu- 
tional ? 


On May 16, 1938, Mr. Justice Brandeis 
read the Supreme Court’s decision: * 


“The National Grocery Company concedes 
that section 104 is constitutional as applied 
to a corporation organized for the purpose 
of preventing the imposition of surtaxes 
upon its shareholders; but urges five reasons 
why it should be held void as applied to a 
legitimate business corporation which is 
‘availed of’ for the forbidden purpose. None 
of these reasons is sound. 


“1. It is said that the statute violates the 
Tenth Amendment because it interferes with 
the power to declare or to withhold divi- 
dends—a power which the State conferred 
upon the corporation. The statute in no 
way limits the powers of the corporation. 
It merely lays the tax upon corporations 
which use their powers to prevent imposition 
upon their stockholders of the federal sur- 
taxes. ‘Congress in raising revenue has inci- 
dental power to defeat obstructions to that 
incidence of taxes which it chooses to im- 
pose.’ United Business Corporation v. Com- 
missioner [3 ustc J 1039], 2 Cir., 62 F. 2d 
754, 756. 


“Kohl’s personal income tax for the cal- 
endar year 1931 was $32,034.74. If he had 
included in his personal return of taxable 
income the corporation’s entire net income 
for the fiscal year 1930-1931, an additional 
tax upon him of over $115,000 would have 
been due; and no tax would have been as- 
sessable against the corporation under sec- 


*Helvering v. National Grocery Company [38-2 
ustc {| 9312], 304 U. S. 282. 
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tion 104. For the statute expressly provides, 
in paragraph (d), that the corporation shall 
not be so taxed, if the stockholders make 
the return required to ensure the surtax: 
‘(d) The tax imposed by this section shall 
not apply if all the shareholders of the cor- 
poration include (at the time of filing their 
returns) in their gross income their entire 
distributive shares, whether distributed or 
not, of the net income of the corporation 
for such year. Any amount so included in 
the gross income of a shareholder shall be 
treated as a dividend received. Any subse- 
quent distribution made by the corporation 
out of the earnings or profits for such tax- 
able year shall, if distributed to any share- 
holder who has so included in his gross 
income his distributive share, be exempt from 
tax in the amount of the share so included. 


“2. It is said that the statute is unconsti- 


tutional because the liability imposed is not 
a tax upon income, but a penalty designed 
to force corporations to distribute earnings 
in order to create a basis for taxation against 
the stockholders. If the business had been 
carried on by Kohl individually all the year’s 
profits would have been taxable to him. If, 
having a partner, the business had been 
carried on as a partnership, all the year’s 
profits would have been taxable to the part- 
ners individually, although these had been 
retained by the partnership undistributed. 

Kohl, the sole owner of the business, 
could not, by conducting it as a corporation, 


* prevent Congress, if it chose to do so, from 


laying on him individually the tax on the 
year’s profits. If it preferred, Congress 
could lay the tax upon the corporation, as 
was done by section 104. The penal nature 
of the imposition does not prevent its being 
valid, as the tax was otherwise permissible 
under the Constitution. 


“3. It is said that section 104 is unconsti- 
tutional because the liability is laid upon 
the mere purpose to prevent imposition of 
the surtaxes, not upon the accomplishment 
of that purpose; and that, thus, it is a direct 
tax on the state of mind. But this is not so. 
The tax is laid ‘upon the net income of such 
corporation’. The existence of the defined 
purpose is a condition precedent to the im- 
position of the tax liability, but this does 
not prevent it from being a true income tax 
within the meaning of the Sixteenth Amend- 
ment. The instances are many in which 
purpose or state of mind determines the 
incidence of an income tax. 


“4. It is said that section 104 as applied 
deprived the corporation of its property 
without due process of law; that it is un- 
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reasonable, arbitrary and capricious in that 
no standard or formula is specified to guide 
the Commissioner in assessing, or the cor- 
porate directors in avoiding, the additional 
tax; that it is assessed retroactively; and 
that it is unfair to non-assenting minority 
stockholders. The prescribed standard is 
not too vague. As Judge Learned Hand 
said in United Business Corporation v. Com- 
missioner, [supra]: “Standards of conduct, 
fixed no more definitely, are common in the 
law; the whole [law] of torts is pervaded 
by them; much of its commands are that a 
man must act as the occasion demands, the 
standard being available to all. The vice of 
fixing maximum prices is that it requires 
recourse to standards beyond ascertainment 
by. sellers, by which therefore they cannot 
in practice regulate their dealings. That is 
not true of the reasonable needs of a busi- 
ness, which is immediately within the ken 
of the managers, the supposititious standard, 
though indeed objective, being as accessible 
as those for example of the prudent driving 
of a motor car, or of the diligence required 
in making a ship seaworthy, or of the ex- 
tent of proper inquiry into the solvency of 


- a debtor.’ 


“Clearly retroactive assessment is no more 
objectionable here than in the case of penal- 
ties for fraud or negligence. And since no 
minority stockholders are here involved, the 
last objection need not be considered. 


“5. It is said that section 104 is void 
because it delegates to the Commissioner 
legislative power. The statute provides that 
if the corporation is availed of for the for- 
bidden purpose, the tax ‘shall be levied, 
collected and paid’; and certain facts are 
made prima facie evidence of the existence 
of this purpose. No power is delegated to 
the Commissioner save that of finding facts 
upon evidence.” 


So the assessment—and the law— were 
sustained. 


T® a corporation must pay this penalty 
surtax, is it the fault of the directors 
who dictated the policy of retention? Does 
the management have personal liability to 
recoup the corporation for any losses 
thus sustained? 


Trico Products Corporation, a prominent 
manufacturer of windshield wipers and 
other automobile products, is a refutation of 
the theory that lightning can strike only 
once in the same place® Three of the stock- 





3 Trico Products Corporation v. McGowan 
[46-2 ustc { 9338], 67 F. Supp. 311 (DC N. Y., 
1946). 
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holders thought so, too, and brought action 
on behalf of themselves, and on behalf of 
all other stockholders similarly situated, 
against nine defendants, including the officers 
and directors of Trico Products Corpora- 
tion, and likewise including the holding 
company in the Trico group. Suit had been 
brought by one of the stockholders in 
March, 1942, and there had been several 
subsequent suits, all of which were consoli- 
dated in the present action. 


The stockholders’ action was based on the 
premise that the officers and directors should 
be responsible for the heavy Section 102 
surtaxes the company had to pay, because 
if the management had taken the proper 
steps, the corporation would not have been 
penalized. Item 22 of the complaint stated 
that the defendants “knew of the provisions 
of the said Revenue Acts, and knew, and 
were fully informed, that an accumulation 
of gains and profits by Trico beyond the 
reasonable needs of the business of Trico 
for each taxable year would cause Trico to 
become liable for the payment of said sur- 
taxes in large amounts.” Item 23 stated 
that “each of the directors and officers of 
Trico, pursuant to a plan, scheme and con- 
spiracy, entered into with each of the other 
directors and officers of Trico, with the 
controlling stockholders and with Trico 
Securities [the holding company], has failed 


to perform his duties as a director and/or 
officer of Trico, and has wasted, diverted, 
misapplied and dissipated the assets, prop- 
erty and effects of Trico, to the damage 
of Trico, with respect to such of the follow- 
ing matters as occurred during his term or 


terms of office.” Each “did conclusively 
direct, authorize, cause, permit, suffer, ap- 
prove, ratify, confirm, acquiesce in, and 
knowingly and willfully consent to the ac- 
cumulation of a large portion of the gains 
and profits of Trico for each taxable year 
during such time, beyond the reasonable 
needs of the business of Trico, and for the 
purpose of preventing the imposition of law- 
ful U. S. Income Taxes and Surtaxes upon 
Trico’s shareholders.” 


HE DEFENSE of the directors was the 
4 same as that advanced in behalf of the 
Trico Corporation in a prior suit:* briefly, 
that the directors were very conservative, 
because of the hazardous finance of the com- 
pany during its early years, in order to be 
in a strong position to resist patent suits, to 
have enough resources to meet any large 


4 Trico Products Corporation v. Commissioner 
[43-2 ustc { 9540], 137 F. (2d) 424 (CCA-2, 1943). 


orders, and to develop other products. In 
addition, the defense now added that the 
directors had “acted in good faith and in 
the exercise of a reasonable judgment.” 


The stockholders apparently felt that 
since the corporation had been penalized by 
the directors’ action (or lack of action), and 
several courts had impliedly agreed by sus- 
taining the Commissioner in his Section 102 
actions, the directors were clearly guilty of 
mismanagement. For 1934 and 1935, the 
Second Circuit Court of Appeals had sus- 
tained the Commissioner’s assertion of tax. 
For 1936 and for 1937, the District Court 
had sustained the Commissioner in the mat- 
ter referred to above. For 1938, 1939 and 
1940 the surtax had been assessed, but claims 
for refund were pending. Meanwhile, during 
the course of the stockholders’ suit, revenue 
agents’ reports for the years 1941 to 1945 
asserted additional surtaxes; to date, ap- 
proximately $10,000,000 in surtax and inter- 
est have been claimed. Trico Products Cor- 
poration certainly has developed since that 
rainy night in Buffalo when John R. Oishei 
(now the president) ran over a pedestrian he 
could not see because of a fogged wind- 
shield, from which incident the corporation 
was created. 


N SEPTEMBER 22, 1947, a settlement 

was reached between the parties, and 
the New York Supreme Court appointed a 
referee to inquire into the reasonableness 
of the settlement. The settlement called for 
the payment of $2,390,000 by the defendants 
in discharge of all liabilities, and it was 
stipulated that the company would there- 
upon pay a dividend to stockholders in ex- 
cess of $3,300,000. The referee found the 
settlement equitable and submitted it to the 


court, which approved of it on December 
23, 1947.5 


Two other points are worth mentioning 
here. The corporation had about 2,200 stock- 
holders, and hence was not the familiar 
“incorporated pocketbook.” And despite the 
fourscore Section 102 cases decided since the 
National Grocery Company case, the Trico 
management obviously was not well school- 
ed in what was expected of it. One of the 
senior officers, when asked in court whether 
he had any ceiling in mind to which surplus 
reasonably might be accumulated, naively 
replied, “The sky was the limit, to me.” 


[The End] 


5 New York State Supreme Court, New York 
County, File 28485-1947. 
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Cease must now dig deep 
into their pockets to pay an annual tax 
bill of $506 per man, woman and child— 
$382 for federal taxes, $68 for state taxes 
and $56 for local taxes—as against $152 per 
capita before the war. The total yearly bill 
for the state amounts to some $4,000,000,000. 

The California Taxpayers Association, 
which released these figures recently, at the 
same time reported that the total assessed 
valuation of property in California was but 
$11,000,000,000. “How long,” asks the asso- 
ciation, with some justification, “can any 
economy continue to support government to 
the tune of half its taxable valuation?” 


State Taxes 


No sooner does California repeal the 
authorization for a poll tax [CCH Strate 
Tax Gui J 48-700], than Pittsburgh, Penn- 
sylvania, levies a municipal per capita tax 
{CCH PaAyrott Tax Guipe J 9945]. The fact 
that the latter is for school purposes makes it 
no less onerous. Five dollars means much more 
to a dollar-an-hour clerk than to his $10,000-a- 
year boss. But the Pittsburgh tax has one 
commendable feature: employers are allowed 
two cents per head for each tax withheld, 
to compensate for the labor of withholding. 
Why can’t the federal and state governments 
do the same for payroll taxes? It would 
silence such firebrands as the New England 
lady who refuses to withhold. 


Kentucky now joins Florida in the unen- 
viable distinction of having the highest gaso- 
line tax, seven cents per gallon. What is 
the tax on bourbon? [CCH State Tax Gumve 
1 25-352. ] 


Tell Your Senators 

John P. Hodgkin of Philadelphia, Penn- 
sylvania, writes as follows: 

“What has Los Angeles got that Chicago 
and Philadelphia haven’t? They are both 
far larger (1940 census), and each is only a 
part of a larger district. Perhaps the dis- 
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tricts should all be broken down into smaller 
units; but unless that is what you want, your 
plea for such treatment for Los Angeles 
seems presumptuous.” 


Taxes as Incentive? 


We must begin this little essay with an 
admission. We have not read the full text 
of Treasury Department Press Service No. 
S-530. We do, however, have a reliable 
newspaper summary. 


This report contains, among other things, 
this provoking statement: 


“Another offsetting consideration is based 
on high demand for income by many indi- 
viduals who desire to maintain relatively 
fixed, or even increasing, levels of consump- 
tion and saving. If taxes take large pro- 
portions of their income, the incentives to 
work tend to be increased. They will try 
to earn more, to attain and maintain the 
desired incomes after taxes. A tax reduc- 
tion will tend to reduce their incentives.” 


This is wholly contrary to our experience. 
In 1939, we had a client whose income 
reached the fifty per cent bracket. At that 
point, he refused to go on with plans for 
expanding his business. 


When the federal government, alone, took 
more than half of what he earned, he was 
going to call it quits. Since then we have 
met many men who feel the same, and 
accountant friends tell us identical stories 
of their more affluent clients. 


There are economists who seek better 
distribution of wealth, and claim our tax 
system tends to effectuate it. To an uncer- 
tain extent, it does. Actually, the high in- 
come tax rates remove the incentive to 
create wealth. National income can come 
only from capital. Excessive estate taxes 
destroy capital. 


We now quote from Professor Ise’s Eco- 
nomics, Chapter 33: 

“A moderate tax on income earned by 
business management is not shifted. It 
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nevertheless reduces the amount available 
for private business investment, and so may 
reduce the amount of private productive 
wealth and consumers goods. Unless ex- 
tremely high, it is not shifted.” 


But the good professor is not up to date. 
Our low bracket rates are now shifted. 
The Shoptalker used to be in hearty favor 
of a low exemption to bring more people 
into the class of direct taxpayers, and so 
have a tax-conscious public. He believed 
that people who paid income taxes would 
take interest in how the revenues were 
spent, and protest against extravagant boon- 
doogling. He doesn’t think so any more. 
In the first place, the people don’t care. 
In the second place, he never bargained 
for a $500 exemption, or a minimum rate 
of nineteen per cent. He thought in terms 
of $750 to $1,000, and a minimum rate of 
six or eight per cent. Now what is the 
result of these current low bracket rates? 
The ordinary worker demands and receives 
as much take-home pay as he had before 
the tax reached him. He shifts his tax to 
his employer; the latter, in turn, is com- 
pelled to pass his increased costs to the 
consumer. And the familiar spiral (see our 
December, 1947 issue) goes merrily on its 
vicious circular way. 


Now we quote from an article by William 
J. Shultz, which appeared in the November, 
1943 issue of this magazine: 


“The retardation of business investment 
exercises two related influences on our na- 
tional economy. First, it checks business 
expansion, and with it the growth in the 
scope of our consumption, which depends 
on business expansion. Secondly, if the 
discouragement to business investment is 
relatively greater than the absorption of sav- 
ings attributable to the tax, it acts as a general 
business depressant. [Italics supplied.] 


“A personal income tax will reduce sav- 
ings more than a corporation income tax, 
if the progression of its rate schedule is 
greater than the distribution of corporate 
dividend receipts among individual income 
classes, since the heavier upper bracket rates 
apply to elements of income that are normally 
saved rather than spent. Estate and gift taxes 
recognizedly react primarily upon saving.” 

Finally, we quote from a paper presented 
by L. W. Robson, a chartered accountant 


of London, to an American society meeting 
in 1934: 


“In practice we find modern governments 
using the [income] tax as a method of 
transferring wealth from the relatively rich 
to the relatively poor, which raises ethical 


problems outside the scope of this paper.” 
[Italics supplied. ] 


In short, the Treasury’s pronouncement 
is, to put it most mildly, quite unsound. Its 
political implications are unfortunate. The 
best of it is that very few people will read 
it. The worst is that of those few, the 
people who like it will do the most talking 
about it, and try to preach it as gospel. 
It isn’t gospel. Politeness forbids us to say 
just what we think it is. 


Watson and Holmes File Form 1065 


If any section of the Internal Revenue 
Code is violated more often, and more 
innocently, than that affecting the filing of 
partnerships, please tell us. There must be 
thousands of partnerships, as defined for 
federal tax purposes, which neglect to file 
1065—not from any intention to defraud 
or evade, but from sheer ignorance. We 
base this statement on our experience. If 
every accountant, let alone lawyer, found 
as many people who have tax-entity part- 
nerships without knowing it, tens of thous- 
sands would be a nearer estimate. 


In the first place, Section 3797 is vague 
as to just what a partnership is. This 
becomes particularly evident in “joint ven- 
tures.” Two men buy a piece of land for 
speculation or investment. Ultimately they 
sell it. Is a partnership return required? 
To be on the safe side, we recommend 
filing a 1065; but on a single deal like that, 
we doubt the necessity. Businessmen com- 
monly regard a partnership as an operating 
entity. Passive holding of unimproved land 
does not fit that concept. 


Even when joint ventures do report as 
partnerships, how many comply with item 
A on the instruction sheet ? 


“Tf the return is filed on behalf of a 
joint venture, a copy of operating agree- 
ment should be attached to the return.” 


That instruction, to a great extent, de- 
feats itself. First, notice the word “should.” 


It doesn’t say “must.” Compare the in- 
structions for deposit of income taxes with- 
held in an authorized depository. Collectors 
read “should” on Form W-1 as “must” for 
all practical purposes. But there seems no 
warrant at law for this interpretation. 


Second, the average businessman (and 
doubtless an occasional accountant or law- 
yer) regards the absence of a written agree- 
ment as proof positive that no partnerhip 
exists. So if he ever gets a look at a return, 
he jumps to the erroneous conclusion that 
none is required. Now, as far as we can 
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see, most joint ventures are informal, and 
oral. If the Commissioner has the power to 
require returns, copies of agreements, etc., 
his regulations and instructions should be 
more precise. 


George Altman, in his CCH FeEperar 
Tax Course 1947-1948, gives a case which 
the Shoptalker regards as typical. We quote 
from the problems to Chapter 24: 


“James Penman and Jacob Sheldon col- 
laborate on writing a mystery novel. 
Penman is a staff writer for Super-Colossal 
Pictures, Inc. Sheldon is a member of the 
Queen City Detective force. They hire 
Ann Fischer to type the manuscript, and 
she works full time on it for four weeks. 
Penman pays her $80 each week, and Sheldon 
reimburses him for $160 since they have 
an oral agreement to share alike. They 
sell the story for $5,000. Each takes half 
of the net profit and reports it as income 
on his individual return. They filed no 
other tax reports of any kind. 


“What have they failed to do?” 


Please note that these men have not 
deprived the government of one cent of 
income tax (outside the possibility that 
Miss Fischer will not pay hers, no with- 
holding return having been made). Yet 
technically they have been engaged in a 
joint venture and, not having filed a 1065, 
are delinquent. 


Let us consider some of the details of 
the return. We regard the blank as de- 
ficient in not requiring a reconciliation of 
capital accounts, for the taxable distribu- 
tion and book distribution can be radically 
different, as we will presently demonstrate. 
Something akin to Schedule M of 1120 
should be added; and if this requires using 
a form as big as 1120, the paper shortage 
is not so bad as to preclude the enlargement. 
Once upon a time, not even a balance sheet 
was required. 


Now let us consider this case: 


Williams invests in a partnership, among 
other things, machinery with a basis to 
him of $40,000, which the partnership con- 
servatively appraises at twice that amount. 
Subsequently a machine, with a basis to 
Williams of $2,500, is sold for $5,500 after 
depreciation of $125 has been sustained. 
The partnership has profit of $625. But 
how about Williams, who has a one-third 
interest? 


Answer: 

Sales proceeds ................ $5,500.00 

Adjusted basis to partnership.... 4,875.00 

eee es: 
Talking Shop 
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partners 


thirds taxable to other 


One third to Williams on part- 
nership books ............... $ 208.33 


But is that what Williams is taxed on? 
Of course not. His calculation is thus: 


Sales proceeds .................$5,500.00 
Cost to Williams ($2,500—$125). 2,375.00 


I ON oo pce daw need $3,125.00 
Portion taxable to other partners 416.67 


Portion taxable to Williams... .. $2,708.33 


Now, as Ed Gardner says every Wednes- 
day, “Leave us be honest.” How many of 
you readers, let alone your clients, were 
aware of this? 


A part of Schedule I which causes much 
needless trouble, is the requirement that 
partners give their addresses. The instruc- 
tions are deficient there, too. What seems 
to be wanted is the residence address. The 
reason for this is clear. Suppose that 
Williams and Bullard are in business in 
Kansas City, Missouri. Williams lives there. 
Bullard has his home across the river, and 
should file his individual return in Kansas. 


‘If both partners give as their address their 


place of business, confusion results. The 
situation is worse in New York City. Two 
whole collection districts and parts of two 
others are embraced in the city limits, and 
tens of thousands of businessmen commute 
from New Jersy and Connecticut. 


To revert to Schedule H, do all of you 
readers have as many cases, in proportion, 
as the Shoptalker had, where production 
of a balance sheet is extremely difficult, if 
not absolutely impossible? The small busi- 
nessman keeps his books, if any, on a 
straight cash basis. Determining the net 
income for such a partnership is not too 
difficult. But a general ledger, kept by 
double entry, from which an accurate bal- 
ance sheet can be prepared is too frequently 
conspicuous by its absence. Yet no specific 
instructions for this schedule can be found. 


The final incongruity appears at the very 
end of the form. Why should partnerships 
be required to have returns notorized when 
individuals are now spared that nuisance? 
Will Mr. Schoeneman please answer? 


We are not touching family partnerships 
because the subject was so well covered 
in the November, 1947 issue, beginning on 
page 963. For complete accounting treat- 
ment of joint ventures, see an article by the 
late Hermann Herwood, in the June, 1927 
issue of The Certified Public Accountant— 
twenty years old, and good as new. [The End] 
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INCOME OF MARRIED COUPLES—Continued from page 311 








income, net after taxes, than any other per- 
son with the same number of dependents. 
The principle that the income tax law 
should not unduly disrupt our social order 
or interfere with the adequate functioning 
of incentives under our semi-free enterprise 
system, forbids any such Draconic leveling. 
The determination of tax rates always in- 
volves a balance between these two prin- 
ciples. Such a balance is provided in the 
Knutson Bill, which affords relief to certain 
higher income taxpayers through the divi- 
sion of family earnings, and relief to lower 
income taxpayers through preferential rate 
adjustments and increases in the basic ex- 
emptions. Whether enough has been given 
to the lower income taxpayers is a matter 
for serious consideration, but the answer is 
not to be found in any simple supposed 
principle of justice, and does not affect the 
propriety of the division of family income. 
In other words, the justice of permitting a 
division of family income between husband 
and wife must be considered in terms of 
discrimination within the same income groups; 
justice as between income groups, a much 
more difficult problem, is effected by manip- 
ulation of tax rates and exemptions. 


Basic Social Pattern 


The real crux of the case must be found 
in the consideration of what is justice as 
between married couples and single persons 
in the same income groups. It must be 
recognized that the basic American social 
pattern is still that of married couples liv- 
ing together, the husband being the princi- 
pal or sole wage earner, and the wife’s major 
contribution being the management of the 
home and the care of children. Against this 
pattern, is it just that two single persons, 
or a married couple both of whom are em- 
ployed and each of whom has $5,000 of 
earned income, should pay a total tax of 
$1,586, while a married couple with one wage 
earner bringing in $10,000 must pay $1,862, 
or almost 17% per cent more? Despite 
the sentimental theory that two can live 
as cheaply as one, the economic facts of 
life give no basis in justice for any such 
discrimination against the customary American 
family organization. 


Earned and Investment Income 


A secondary discrimination, which would 
be relieved to some extent by the Knutson 
proposal, is that between earned and invest- 
ment income. There is no difficulty under 
present law in splitting investment income 
between husband and wife, subject to a 
relatively small penalty in the form of gift 
tax, which more often than not may event- 
ually be fully offset by a saving in estate 
tax. Division of the corpus automatically 
divides its earnings for tax purposes. Under 
Lucas v. Earl, a similar division of income 
is denied to the salaried man, except in the 
community property states. This consider- 
ation likewise is inapplicable to the lower 
income groups; but, to reiterate, justice 
between varying income levels can be 
worked out and should be worked out 
through adjustments of rates and exemp- 
tions. Justice within wage level groups 
must be attained through the manner 
in which incomes and the taxes thereon 
are computed.® 


Relief to Other Heads of Families 


A case can be made for additional relief 
to heads of families other than married per- 
sons living together. In the case of divorced 
couples, a considerable degree of equalizing 
is already afforded through the deduction of 
alimony payments by the income earner and 
their separate taxation to the recipient. It 
well may be that widows, widowers and 
other unmarried heads of households should 
receive some sort of tax equalization akin 
to that which the Knutson Bill proposes 
for married couples. Let us not, however, 
resist an eminently just reform now pro- 
posed in the law by insisting upon waiting 
for perfection. [The End] 


5 It would be more accurate to say that under 
our methods in the United States, justice within 
wage level groups is customarily attained 
through the manner in which incomes and the 
taxes thereon are computed. It is not unusual 
in foreign countries for the tax rates themselves 
to vary according to the type and source of in- 
come subjected to the tax, while varying rates 
depending on circumstances of the taxpayer 
other than the amount of his income are theo- 
retically possible. 
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Books... 


Tax Institute 


Proceedings of New York University Sixth 
Annual Institute on Federal Taxation. Mat- 
thew Bender & Company, Inc., 109 State 
Street, Albany 1, New York. 1948. 1260 
pages. $20. 

“Tax planning is the search for alternatives, 
all of which have the blessing of good ac- 
counting, of the tax law and the courts. One 
alternative may lead to waste and even drive 
a person out of business. Another may make 


possible a reasonable return on an invest- 
ment.” 


This description (by J. K. Lasser, chair- 


man of the Sixth Annual Institute) of the 
legitimate activities of tax men, strikes the 


keynote of the Institute’s November, 1947 - 


meetings. The 468 attorneys, accountants 
and business executives who enrolled at the 
conference listened to alternatives offered 
by seventy-two authorities, from the aca- 
demic, the business, the legal and the gov- 
ernment world. For those who could not 
attend the Institute, and for those who did, 
the proceedings have been published, with 
citations and index, as an “anthology of 
current tax problems.” The result is an 
impressive record of a successful experi- 
ment in postgraduate professional training. 

The list of federal tax topics discussed at 
the Institute is exhaustive: estate and gift 
tax problems, procedure in handling tax 
matters (including a mock Tax Court trial 
conducted by Tax Court Judge C. Rogers 
Arundell), organization and reorganization 
problems, excess profits tax problems and 
proposals for new legislation. 


Among the participating tax experts, many 
of whom have contributed to TAxes—The 
Tax Magazine, were Adrian W. De Wind, 
Abraham S. Guterman, Samuel J. Foosaner, 
Louis Eisenstein, Sydney A. Gutkin, Clay 
C. Holmes, Thomas N. Tarleau, Robert S. 
Holzman, Charles A. Morehead, Charles W. 
Tye (see page 331 of this magazine). Her- 
man H. Krekstein, Max Rolnik, Paul Edgar 
Swartz, George E. Cleary, Paul D. Seghers, 
David Beck, Edward N. Polisher, Seymour 
S. Mintz, Henry J. Merry, Jacquin D. Bier- 
man, Peter Guy Evans and Roy Blough. 


Books ... Articles 





.. Articles 


Reorganizations 


Corporate Reorganizations. Robert S. Holz- 
man. Ronald Press Company, 15 East 26th 
Street, New York 10, New York. 1948. 411 
pages. $7.50. 


“Once upon a time,’ Mr. Holzman begins, 
“there was a corporation that had just the 
proper amount of capital for its needs.” 
Further, those who had set up the corpo- 
ration “had thought of everything; and 
subsequent economic events, technology, 
legislation, judicial decisions, and business 
opportunities created no adverse effects or 
indicated [no] potentially more favorable 
possibilities.” 

Chances are, Mr. Holzman admits, that 
such a corporation exists only in the author’s 
imagination. But a thoughtfully planned 
reorganization may help many a business, 
large or small, to approximate this ideal. 


While many reorganization problems have 
been covered adequately in professional liter- 
ature, the bulk and the limited availability 
of the material have prevented it from reach- 
ing all of those whom it could help. To 
supply this want is Mr. Holzman’s task. 
For the businessman and his counsel, for 
the revenue agent and the legislator, and 
for the student, this book will clarify obscu- 
rities in the law and synthesize theoretical 
and practical knowledge of the federal tax 
status of reorganizations. 


President’s Economic Reports 


The Economic Reports of the President. 
Reynal & Hitchcock, 8 West 40th Street, 
New York 18, New York. 1948. 171 pages. 
$2.50. 

Beginning with the message of January, 
1947, Congress received a new kind of com- 
munication from the Chief Executive—a 
statement on the economic health of the 
nation, based on material furnished the 
President by the Council of Economic Ad- 


visers created by the Employment Act of 
1946. 


Interest in these reports should not be 
confined to the students of government or 
to those actually involved in economic re- 
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search. Much of the basic information can 
- be useful to the sales as well as the tax 
management of business. 


The reports are dedicated to making avail- 
able to all citizens the thinking of the gov- 
ernment officials, and to explaining just how 
this will lead to the “winning of maximum 
well-being under methods of free enterprise 
and free government.” 


Testing the reports by this dedication, we 
find in the report of January, 1947, a warning 
that it is unsound to reduce taxes unless 
reductions are fairly distributed, and the 
proposition that taxes should be levied in 
order to “help provide work and business 
incentives essential for a high level of pro- 
duction.” 


In January, 1948, the report urged that 
revenue be maintained except during a de- 
pression, and be used to balance the budget 
and reduce the debt. 


As to wage trends, the report of January, 
1948, emphasized the fact that labor unions 
have concentrated on wage rather than secu- 
rity issues because of the high rate of em- 
ployment, and also because of the high cost 
of living. At the end of 1947, labor as a 
whole was as well off, through wage gains, 
as it was at the beginning of the year, 
although the worker lost ground in real 
income. 


Housing is another problem that found 
place in the report. Since three fourths of 
the population and the same proportion of 
the wealth of the country are now essen- 
tially urban in character, moderate outlays 
of government capital for the redevelopment 
of urban areas will provide large investment 
opportunities for private capital. There is 
a potential of $75 billion, mostly in private 
capital, in the next ten years. But housing 
shortages require, according to the report, 
a large amount of new construction in out- 
lying areas before slum clearance projects 
can be initiated. This construction will 
allow the development of new communities, 
which private enterprise cannot cope with 
since it lacks the tremendous sums of capital 
and the legal powers to acquire the neces- 
sary titles and rights of way. 

It is now possible, with the help of this 
volume, to understand the legislative intent 
of legislation, since the reports furnish the 
motive in facts and in figures. 


National Income 


Principles of National Income Analysis. 
Carl S. Shoup. Houghton Mifflin Company, 
2 Park Street, Boston, Massachusetts. 1947. 
405 pages. $5. 
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This book, prepared during a preliminary 
study of fiscal policy in an investigation con- 
ducted by Columbia University under a 
Rockefeller Foundation grant, uses a con- 
cept of national income as the total net 
product of a country, or the amount of 
commodities and services produced for the 
residents of that country during a certain 
period. The method selected, which com- 
pares existing estimates of national income 
accounts in relation to governmental tax 
revenue, borrowing and expenditure, is de- 
signed to determine “how much confidence 
might be placed in fiscal policy implications 

. drawn from national income data,” and 
not to furnish a real index of the nation’s 
material wealth and productivity. National 
income data can partially accomplish this 
latter task, but only under severe limitations. 


Chapter 1, defining the concept and out- 
lining the sources of available information, 
is followed by three purely illustrative chap- 
ters on the computation of national income 
in small hypothetical private businesses, in 
inter-industry tabulations, and in govern- 
ment. Chapters 5 and 6 analyze the Kuznets 
and the Department of Commerce series of 
data. The treatment of government money 
flows is examined critically in Chapter 7, 
while in Chapter 8 saving and investment 
on the family level is considered. Chapters 
9 and 10 summarize the data on the sub- 
division of income totals for industries and 
the states. A final chapter explains the 
methods employed in the British White 
Papers on national income. 


State Tax Administration 


State Organization for Tax and Revenue 


Administration. Russell Barthell and Helen 
Campbell. Bureau of Public Administration, 
University of California, Berkeley, California. 
1947. 25 pages. 75¢. 

At the request of state legislators, the 
University of California’s Bureau of Public 
Administration has prepared a series of re- 
views of California legislative problems, of 
which this study is the fifth. While the 
Bureau’s position as an impartial fact-finding 
agency prevents it from making specific 
recommendations on controversial issues, the 
extensive material upon which its reports 
are based is organized in such a way as to 
clarify the chief problems and indicate the 
areas in which remedial action is urgent. 
Not the least of the services performed by 
the reports are the selected reading lists. 

According to this report, the need for 
administrative reform in California, as in 
many other states, can best be met by greater 
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integration, or centralization, of adminis- 
trative authority for tax and revenue admin- 
istration. All the major proposals for 
reorganization in the state have conceived 
of tax administrative reform not as a “rela- 
tively isolated phenomenon,” but “in terms 
of the whole pattern of state administration.” 

The program advanced by the Interim 
Committee of Twenty-five of the California 
Conference on Government and Taxation, 


become public business. 


Business, too, has 
—of necessity—become public-relation con- 
scious, and is using the tools and techniques 

“of public relations more effectively every day. 

Mr. Fitzgerald thus arrives at his thesis 

—the role of the accountant in the field of 


public relations. Accounting, he says, is 
nothing but “a kind of official business lan- 
guage,” and the accountant serves as “a kind 
of official liaison” between business and the 





















< published in 1941, is directed toward three public. As business conduct becomes in- 
- main ends: (1) integration of all state tax creasingly a matter of public interest, the 
e revenue collection and tax administration in function of the accountant becomes corres- 
s a Department of Revenue; (2) substitution pondingly significant. 
d of appointments for elections of tax admin- That many people do not realize the im- 
's istrators; (3) separation of liquor control portance of the accountant, is to be deplored. 
al from beverage tax administration. The The lack of recognition accorded them is 
1S report of the Bureau of Public Adminis- illustrated by the fact that when a state 
Ss. tration reveals that these principles are legislature meets, there is always a good 
t- substantially - in harmony with trends in chance that someone will submit a bill cal- 
n, other states “and with the emerging pattern culated to impair the high standards of cer- 
p- of modern state tax administration. tified public accountants and to give the 
ne " . P CPA cachet to those who have not earned it. 
i Public Relations and Accounting This ignorance, or gross misunderstanding, 
ball “Public Relations: A New Frontier for of the position of accountants leaves them 
ts Accounting.” Stephen E. Fitzgerald. The faced with a communications job. More 
o! New York Certified Public Accountant, 15 people must be made aware of the CPA— 
ey East 41st Street, New York 17, New York. why he exists, what he does, how he con- 
fy March, 1948. ducts himself. A public-relations program, 
- While public opinion has always existed, having the concerted support of all account- 
‘ the concept of public relations, in the sense —— not just the support na ogee sa 
weet of our public responsibilities and what we ants p page rag bape Ab son on 
the do and say about them, is very modern. in tae on troin a ce incoln, 
nite Although the passing of the Interstate Com- ™ , tj particularly apt to _ 
merce Act in 1887 and the Sherman Anti- “In this and like communities, public 
Trust Act in 1890 started the development sentiment is everything. With public senti- 
of public relations, until the 1920’s private ment, nothing can fail; without it, nothing 
business was still private. With 1929 began can succeed. Consequently he who molds 
— a trend which, in retrospect, looks like a public sentiment goes deeper than he who 
elen social revolution—or, at the very least, like enacts statutes or pronounces decisions; he 
shane. social change. Rules and regulations galore makes statutes and decisions possible or 
vate. were issued, until today private business has impossible to be executed.” 
—— 
the 
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Administrative «ce 


SUPREME COURT 


Redemption of property sold for delin- 
quent taxes.—Under the provisions of the 
Soldiers’ and Sailors’ Civil Relief Act of 
1940, as amended, the time granted, under 
Florida law, for the redemption of property 
sold for delinquent taxes is tolled for the 
length of time a person has served in the 
armed forces. Under Florida law, title passes 
only on issuance of the tax deed, which ends 
the period of redemption. It was argued that 
the federal act applies only where state law 
provides for transfer of title to a purchaser 
subject to defeasance by redemption. How- 
ever, neither in that provision nor in the 
legislative history of the act can any pur- 
pose so to restrict its application be con- 
strued. Section 500 of the act, which for- 
bids tax sale of property used for dwelling, 
professional, business or agricultural pur- 
poses except by court order, does not re- 
strict Section 205, which grants a general 
exemption and specifies the period of time 
the exemption is to be in effect. The two 
‘sections supplement each other. Section 
500, applicable to restricted types of real 
property, gives greater protection than Sec- 
tion 205. Section 205 extends in terms to 
all land, and tolls the time for redemption 
only for the period of military service — 
Le Maistre v. Laffers et al., CCH Frormwa Tax 
Reports {| 24-014. 


STATE COURTS 


Sales and use taxes: Applicability to 
power company.—The Connecticut use tax 
applies to materials purchased and used or 
consumed by telephone and power com- 
panies in order to enable them to serve their 
customers. 


The Connecticut sales tax applies to retail 
sales of tangible personal property by a cor- 
poration to gas, water, electricity, telegraph 
and telephone companies in connection with 
services rendered by them. 
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The provision in Section 1321, General 
Statutes, that a gross earnings tax on tele- 
phone companies “shall be in lieu of all 
other taxation” in Connecticut upon each 
such company and upon its tangible and 
intangible personal property, does not ex- 
empt such companies from use tax. 


The provision in Section 1325, General 
Statutes, that the gross earnings tax on 
companies manufacturing, selling and dis- 
tributing water, gas or electricity “shall be 
in lieu of all license, corporate excess or 
income taxes” payable to the state, does not 
exempt a power company from use tax.—Conn. 
Connecticut Light and Power Company et al. 
v. Walsh, CCH Connecticut Tax Reports 
{ 64-503. ° 


Intangibles tax: stock certificates or war- 
rants.—Florida has no authority to subject 
stock certificates or warrants to intangibles 
taxation under the following conditions: 
(1) the intangibles never acquired a busi- 
ness situs in Florida; (2) they were not 
acquired in the course of Florida business 
or by use of funds or other property derived 
from that business; (3) the securities or 
documentary evidences thereof were never 
physically located in Florida; (4) they were 
never controlled or administered from with- 
in Florida; (5) no accounting records of 
them have been received in Florida; (6) no 
dividends from them have been received in 
Florida; (7) the legal domicile of the plain- 
tiff was, at all times, outside Florida.—Fla. 
Gay et al. v. Bessemer Properties, Inc., CCH 
FioripA TAX Reports { 29-006. 


Intangibles tax: Railroad property held 
for operating purposes.—Intangibles held 
and used exclusively for the operating pur- 
poses of a railroad must be assessed and 
taxed by the Comptroller or the Railroad 
Assessment Board. County taxing authori- 
ties have no authority to impose such taxes. 
Section 195.01, Florida Statutes, 1941, places 
the power to tax all properties of a railroad 
which are essential to its operation in the 
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hands of the Comptroller or the Railroad 
Assessment Board, not in the hands of the 
local taxing entities, in order that such 
properties may be treated as a unit and taxed 
as such. Chapted 199, Florida Statutes, 1941, 
relating to intangibles taxes, is in the same 
category, in so far as it affects intangibles 
of railroad companies held and used exclu- 
sively for railroad operating purposes. Sec- 
tion 192.03, Florida Statutes, 1941, defining 
personal property for the purpose of taxa- 
tion, includes “debts due or to become due 
from solvent debtors whether on assess- 
ment, contract note or otherwise, and all 
public stock or shares in incorporated or 
unincorporated companies.” This language 
is ample to cover the assessments in ques- 





























































































































































































































































| tion. In so far as intangible personal prop- 
1 erty is owned and held by railroad companies 
1 for operative purposes, the Intangibles Tax Act 
made no change in its status —Fla. Simpson, et 
al. v. Loftin et al., CCH Firormwwa TAx REPorTS 
1 { 29-007. 
yn Income tax: Sales to employees.—A com- 
S- pany, engaged in the sale of drugs, goods 
ye and merchandise through retail stores, agreed 
or to sell goods and merchandise stock in its 
ot stores to its employees at wholesale cost. 
in. The value of the goods and merchandise so 
al. obtained were deducted from the wages of 
TS the employees. The court held that the 
proceeds of the transactions constituted “gross 
ar- receipts of the taxpayer received from trades, 
ect businesses or commerce,” and as such were 
les subject to the gross income tax.—Ind. Wal- 
ns: green Company v. Gross Income Tax Division, 
usi- CCH INpIANA TAx Reports § 15-022. 
not Property: Exemptions for new industries. 
wonase —When the certificate of exemption granted 
ved to a new industry by the State Board of 
> OF B Commerce and Industry expires, the indus- 
ever try should not be permifted, by an agree- 
vere §& ment with the city in which it is located, to 
vith- & secure continuing exemption from municipal 
os of taxes by making certain payments in lieu of 
) NO F taxes to the city and, in return, having its 
ed in plant location excluded from the city limits 
lain- B by a contraction of those limits. The ordi- 
Fla. & nance providing for the contraction of the 
CCH city limits to exclude the corporation’s plant 
location is void, as it would place an unfair 
held Bburden on other taxpayers, and would be 
held Qcontrary to public policy in allowing a 
x pur- Bmunicipality to barter its taxing powers.— 
d and Bla. Edwards et al. v. Town of Ponchatoula 
ilroad Bet al. CCH Lourstana Tax Reports J 200-002. 
ithori- 








Personal income tax: Annuity payments 
to life insurance beneficiary.—A beneficiary 
under a life insurance policy, upon the death 
of the assured, elected to leave the proceeds 


























Interpretations 








of the policy with the insurance company 
as a fund upon the company’s agreement 
to pay an annuity to the beneficiary out of 
the fund. Upon all the evidence, it was held 
that the annuity payments under the agree- 
ment did not, in whole or in part, constitute 
a return of capital to the beneficiary, but 
were taxable as income from an annuity un- 
der G. L. (Ter. Ed.), Chapter 62, Section 
5 (a) —Mass. McKenzie v. Commissioner of 
Corporations and Taxation, CCH MassacHu- 
sEtts TAx Reports { 18-003. 


Sales tax: Incidental activity—A corpora- 
tion engaged in a wholesale and retail lum- 
ber and supply business which purchases 
and effects a nonprofit sale of three lots, 
the corporation supplying all the lumber 
and materials for the houses constructed 
thereon, is not engaged in the business of 
selling real estate and, therefore, is not sub- 
ject to the two per cent tax on the gross 
proceeds from the sale of the lots. Where 
a corporation is engaged in a distinct busi- 
ness and, as feature thereof, in a merely inci- 
dental activity which serves no other person 
or business, the incidental and restricted 
activity is not intended to be taxed sep- 
arately or additionally—Miss. Virden Lum- 
ber Company, Inc. v. Stone, CCH Mississippi 
Tax Reports § 75-042. 


Gift tax: Contemplation of death: Motive. 
—Decedent assigned her share in her brother’s 
estate to her sister in 1943, three months after 
her brother’s death. She was in good health 
at the time of the transfer. She died in 
1944, at the age of seventy-two. She and 
her husband were childless, and each had 
ample resources of his own. The sister was 
less fortunate financially. It was held that the 
gift was not intended as a substitute for testa- 
mentary disposition, and is not taxable as a 
transfer made in contemplation of death.—N., J. 
Fidelity Union Trust Company, Executor of 
the Last Will and Testament of Elizabeth G. 
Taylor, Deceased, and May Guthrie Goodwin 
et al., Appellants v. Frank E. Walsh, Director 
of Division of Taxation, Department of Taxa- 
tion and Finance, Respondent. In the Matter 
of the Transfer Inheritance Tax in the Estate 
of Elizabeth G. Taylor, Deceased, CCH In- 
HERITANCE TAX REpoRTS {| 16,228. 


Computation of tax: Previously taxed 
property deduction: Construction. — An 
inter-vivos trust with right to alter, amend, 
modify or revoke, retained by the settlor, is 
includible in the settlor’s estate as being 
“subject to general claims” in computing a 
deduction for previously taxed property. 
The decision of the Tax Court, in construing 
a section of the federal estate tax law, was 
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followed by a New York court as authority 
for construction of a similar section of the 
New York tax law.—N. Y. Estate of May 
Hancock Ayer, CCH INHERITANCE, EsTATE 
AND Girt TAx REports { 16,224. 


Community property: Antenuptial con- 
tract under civil law of Belgium.—Property 
held under an antenuptial community prop- 
erty contract, drawn under the civil law of 
Belgium, is includible in a deceased hus- 
band’s estate at its full value, for taxation 
purposes.—N. Y. Estate of Joseph I. Walk, 
CCH INHERITANCE, ESTATE AND Girt TAx 
Reports { 16,215. 


Procedure: Appeal: Personal exemp- 
tions.—The tax commission was justified, in 
view of the established practice, in appealing 
by motion to the Surrogate from an order 
exempting an estate from estate tax entered 
by the Surrogate, on a contested motion, de- 
spite the fact that appeal from contested 
motions is usually to the Appellate Division. 
—N. Y. In the Matter of Patrick Walsh, De- 
ceased, CCH INHERITANCE, ESTATE AND GIFT 
Tax Reports { 16,216. 


Transfer effective at death: Uncompleted 
gift—Decedent took a daughter to a place 
where they had a jointly held safe deposit 
box and showed her the amount of $5,000 
in bank notes contained in an envelope. The 
daughter was told that the money was for 
her and that decedent wanted her to 
have it. However, decedent then replaced 
the envelope containing the money in the 
safe deposit box, where it remained un- 
til decedent’s death two years later, in 
1946. The evidence was held insufficient to 
show a completed gift, although decedent 
had suggested that the daughter make im- 
mediate .use of the money for necessities. 
The weight of these suggestions was 
lessened by declarations of decedent that if 
anything happened to her, the money was 
the daughter’s, indicating that a gift to take 
effect at death actually was intended. There- 
fore, the cash was taxed as the subject of a 
transfer effective at death—Pa. Estate of 
Mary A. Campbell, CCH INHERITANCE, EsTATE 
AND Girt TAX Reports § 16,219. 


Transfer effective at death: U.S. savings 
bonds payable on death to another.— United 
States savings bonds held by decedent were 
payable on death to a nonresident benefi- 
ciary. Even though the transfer was made 
pursuant to contract, it was of a testa- 
mentary nature, and subject to Pennsylvania 
inheritance tax as a transfer to take effect at 
death—Pa. Crowley's Estate, CCH In- 
HERITANCE, ESTATE AND Girt TAX REPORTS 
{ 16,218. 
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Refund: Contingent remainder: Limita- 
tion of action.—Decedent died in 1924. In 
1926, appraisement, assessment and payment 
of tax were made on his widow’s life interest 
and the remainder interests in a testamentary 
trust created by him, at which time no ob- 
jection or exception was filed. The trustee 
filed an account in 1946 showing the balance 
on hand and a deficit on the widow’s an- 
nuity, whereupon the court awarded the bal- 
ance to the widow and terminated the trust. 
The court was without jurisdiction to enter- 
tain a request for refund, under Section 
503 (a) (2) of the Fiscal Code of 1929, which 
was made in 1947; nor was a mandamus 
proceeding for refund proper at that time.— 
Pa. Fidelity-Philadelphia Trust Company, 
Surviving Trustee under the Will of Reginald 
T. Ferguson, Deceased, and Katherine T. Fer- 
guson, Plaintiffs v. Board of Finance and Re- 
view of the Commonwealth of Pennsylvania, 
Defendant, CCH INHERITANCE, ESTATE AND 
Girt TAx Reports ¥ 16,220. 


Retail sales tax: Constitutionality.— The 
Tennessee Supreme Court held that the re- 
tail sales tax is constitutional. It is a privi- 
lege tax, not a property or ad valorem tax, 
and is imposed upon the retail seller. When 
the tax is not capricious or unreasonable, 
the state may impose a privilege tax upon 
any and all business transactions to protect 
the general public from unfair trade prac- 
tices—Tenn. Hooten v. Carson et al., CCH 
TENNESSEE TAX Reports { 64-008. 


Income tax: Dividends from foreign per- 
sonal holding company.—Petitioner received 
dividends from a foreign personal holding 


company for the years 1942 to 1945. The 
foreign personal holding company filed Wis- 
consin income tax returns for those. years, 
reporting losses in each year. The foreign 
personal holding company’s income con- 
sisted of dividends paid by a corporation 
whose dividends were exempt under Sec- 
tion 71.04 (4) of the Wisconsin Statutes. 
All of the activities of the foreign personal 
holding company were carried on in Wis- 
consin. 

It was held that petitioner, in computing 
his taxable net income, may not deduct, 
under Section 71.05 (5) of the Wisconsia 
Statutes, dividends distributed by a foreiga 
personal holding company all of whose cor- 
porate activities are carried on in Wiscor- 
sin and whose principal source of income is 
derived from dividends paid by a corpora: 
tion which conforms to Section 71.04 (4). 

The fact that the Department of Taxation 
regarded foreign personal holding corpora: 
tions operating in Wisconsin as though they 
were Wisconsin corporations under Sectiot 
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71.02 (3) (prior to 1947 revision) and ac- 
cepted income tax returns from them until 
after the décisions of the Wisconsin Su- 
preme Court on January 8, 1946, in Briggs 
& Stratton Corporation v. Department of Tax- 
ation, 248 Wis. 160, and Kimberly-Clark 
Corporation v. Department of Taxation, 248 
Wis. 165, does not give new life to the pro- 
visions of Section 71.02 (3) (e), which was 
held invalid in Newport v. Tax Commission, 
219 Wis. 293. Nor can the doctrine of estoppel 
be invoked in favor of petitioner.—Wis. 
Michael F. Cudahy v. Wisconsin Department 
of Taxation, CCH Wisconsin Tax REporRTS 
{ 14-658. 


Gift tax: Right of appeal by donee from 
determination: Liability for tax.—Donee 


received a gift of an interest in a family 
business in 1944. On January 7, 1947, the 
assessor notified donee that the value of the 
gift had been increased for tax purposes. 
On January 28, 1947, donee filed an applica- 
tion for abatement, which was denied. Al- 
though the donor did not appeal from the 
assessor’s determination, an appeal by donee, 
alone, was held sufficient to give the state 
Board of Tax Appeals jurisdiction over the 


merits of the question, as donee was made- 


primarily liable for the tax by statute.—Wis. 
Mrs. Marion Hegnes, Petitioner v. Wisconsin 
Department of Taxation, Respondent, CCH 
INHERITANCE, ESTATE AND Girt TAX REPORTS 
{ 16,222. 


Valuation of family business: Elements 
of value: Capitalization of earnings method. 
—The clear market value of a gift of an in- 
terest in a family clothing store, made in 
1944, for taxation purposes is based in part 
upon the value of good will. However, the 
value ascribed to the good will by the Tax 
Department’s method of capitalizing earn- 
ings is reduced where the Department used 
an unrepresentative base period. In valuing 
good will, the Board uses two methods to 
arrive at like results. Under the one method, 
each of the three elements of (1) location, 
(2) customer habit and (3) trade name, trade 
labels, and merchandise quality are consid- 
ered to arrive at a clear market value. Then, 
under the capitalization-of-earnings method, 
the Board uses a base period of 10.5 years, 
instead of the period of 5.5 years employed 
by the assessor, which latter period com- 
prised the war boom years, 1942, 1943, and 
the first six months of 1944, In determining 
average annual net earnings, adjustments 
are made to reflect proper management costs 


and a reasonable rate of return on invested 
capital—Wis. Ibid. 


Income tax: Gain to trustees from sale 
of securities—The gain realized by the 


Interpretations ~ 








trustees of a charitable trust from the sale of 
securities transferred to the trust, which was 
neither distributed nor distributable, but 
which was added to the corpus of the trust, 
constitutes income received and retained by 


the petitioners as trustees. As such, it is 
taxable—Wis. Marshall & Ilsley Bank, 
Trustee, Chapin Foundation of Wisconsin v. 
Wisconsin Department of Taxation, CCH 
WISCONSIN TAX Reports § 14-655. 


Gift tax: Donee’s right to appeal from de- 
termination: Liability for tax: Valuation 
methods.—Another case bringing out princi- 
ples of gift taxation under the Wisconsin 
law was decided by the Board of Tax Ap- 
peals for that state. Consideration was 
given to such features as (1) right of a 
donee to appeal from an assessement in the 
absence of appeal by the donor, (2) primary 
liability for payment of the tax, and (3) two 
methods of valuation that may be employed. 


The case involved the gift of an interest 
in a family clothing store in 1944. In answer 
to the right-of-appeal question, the Board 
held that the donee, alone, may appeal, as 
primary liability for payment of the tax rests 
upon him. Under the federal gift tax law, 
primary liability for payment rests upon the 
donor, so that his payment of the tax does 
not give rise to a taxable gift. However, 
the opposite is true in Wisconsin; a payment 
by the donor constitutes an additional gift 
subject to tax in itself. 


Either one of two valuation methods was 
considered proper. Under one, the elements 
of (1) location, (2) customer habit, and (3) 
trade name were all considered to arrive at 
a clear market value. By a corroborating 
and entirely different method, the capitaliza- 
tion of earnings, the Board arrived at a 
similar result. Rejected was the assessor’s 
determination where he used the capitaliza- 
tion-of-earnings method based on an un- 
representative period of time. The assessor 
took a base of 5.5 years, including the war 
boom years, 1942, 1943, and the first six 
months of 1944. Instead, a base of 10.5 years 
was used by the Board, with suitable ad- 
justments made in annual net earnings to 
reflect proper management costs and a 
reasonable rate of return on invested capital. 
—Wis. Gerhard C. Miller v. Wisconsin De- 
partment of Taxation, CCH INHERITANCE, 
ESTATE AND Girt TAX REPorTs § 16,221. 


Income tax: Dividends from foreign hold- 
ing company.—Petitioner received dividends 
from a foreign holding company for the years 
1943 to 1945. The foreign holding com- 
pany’s income consisted solely of income 
arising from the ownership of intangibles. 
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In 1940 the foreign holding company moved 
its bank account and books and records to 
Wisconsin, rented a safe deposit box there, 
became licensed to transact business as a 
foreign corporation, and since then carried 
on all of its activities in Wisconsin. The 
principal income of the foreign holding com- 
pany was derived from stock of another 
corporation, the dividends from which were 
exempt when received by the foreign hold- 
ing company under the provisions of Sec- 
tion 71.04 (4) of the Wisconsin Statutes. 
The foreign holding company filed Wiscon- 
sin income returns since 1940, and petitioner 
claimed exemption from dividends received 
from such company under the provisions of 
Section 71.05 (5) of the Wisconsin Statutes. 


It was held that petitioner, in computing 
her taxable income, may not deduct under 
Section 71.05 (5) dividends distributed by 
a foreign corporation licensed to do busi- 
ness in Wisconsin whose principal source 
of income is derived from dividends paid by 
a corporation which conforms to the require- 
ments of Section 71.04 (4). 


Since the foreign holding company de- 
rived all of its income from intangibles, it 
was not subject to the Wisconsin income 
tax law under the Newport and Briggs de- 
cisions; therefore, the dividends received by 
petitioner did not qualify under Section 
71.05 (5).—Wis. Agnes G. Smith v. Wiscon- 
sin Department of Taxation, CCH Wisconsin 
Tax Reports § 14-657. 


Income tax: Compensation for refraining 
from business.—If one is compensated for 
refraining from engaging in or performing 
services in a competitive business, and is thus 
deprived of earning an income in such man- 


ner, the compensation received for so re- 
fraining is income.—Wis. Fred E. Yahr v. 
Wisconsin Department of Taxation, CCH 
WISCONSIN TAx REPorts § 14,654. 


RULINGS 


Returns: Period for reopening assess- 
ments.—Where the return fully discloses the 
data relating to the taxpayer’s liability, the 
Commissioner of Revenue has three years 
from the date on which the return was filed 
to audit the return and make an assessment 
thereon. Where the Commissioner makes 
an assessment on a return which fully dis- 
closes all the items relating to tax liability, 
he may reopen such assessment only if he 
does so within two years from the last day 
on which the return could have been filed 
without becoming delinquent under the law. 
After the expiration of the two years, the 
previous assessment may not be reopened, 
but becomes final insofar as the state is con- 
cerned.—Ga. Opinion of the Attorney Gen- 
eral, CCH Grorcia TAX REpOrTs § 14-521. 


Insurance proceeds: Irrevocable benefi- 
ciary.—Life insurance policies taken out by 
decedent were made payable to his wife in 
monthly installments commencing with his 
death. Although he did not reserve a right 
to change the beneficiary, the insurance pro- 
ceeds, in excess of the $40,000 exemption in 
favor of policies payable to Class A benefi- 
ciaries, were held taxable in accordance with 
the statutory provisions taxing all insurance, 
regardless of whether or not the decedent 
retained a right to change the beneficiary. 
—Tenn. Opinion of the Attorney General, 
CCH INHERITANCE, ESTATE AND Girt TAx 
Reports {[ 16,225. 


ee 


The fifteenth of March is not only tax payment day 


but also tax refund day. 


The Bureau expects to refund 


over one billion dollars in the next year. Refunds on the 
individual income tax result from excess withholding 
wherever switching of jobs, strikes, layoffs or illness has 
occurred or wherever the taxpayer has had an addition 
to the family which increases his exemptions. The Bureau 
has to make the refunds in the shortest time possible to 
hold the interest charges to the minimum. 
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May 1 








State Tax Calendar 






ALABAMA 





Automobile dealers’ report due. 


May 10—— 


Alcoholic beverage report and tax of 
public service licensees due. 


Alcoholic beverage report of wholesalers 
and distributors due. 


Automobile dealers’ report due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ report 
due. 


May 15—— 


Carriers’, warehouses’ and transporters’- 


gasoline tax report due. 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due. 


Oil and gas production tax report and 
payment due. 
May 20—— 
Automobile dealers’ report due. 


Coal and iron ore mining tax report and 
payment due. 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


Jasper occupation tax return and pay- 
ment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax report and payment. due. 






ARIZONA 


First Monday: 





Property tax second semiannual install- 


ment due (last day). 
May 5—— 


State Tax Calendar 


Alcoholic beverages licensees’ report due. 
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May 10 


Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 





May 15—— 


Gross income report and payment due 


May 20—— 
Motor carriers’ report and tax due. 
Property tax return due (last day). 
Use fuel tax report and payment due. 


May 25—— 


Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and payment 
due. 


ARKANSAS 
May 10—— 


Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources. 
May 15—— 
Income tax return, information return 
and first installment due. 
May 20—— 


Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 


May 25—— 


Motor fuel tax report and payment due. 


Natural resources severance tax report 
and payment due. 


CALIFORNIA 


May 1 


Common carriers’ distilled spirits tax re- 
port and payment due. 


Gasoline tax report and payment due. 
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May 15—— 
Beer and wine report and tax due. 


Common carriers’ report of alcoholic 
beverages imported due. 


Distilled spirits report and tax due. 
‘ Use fuel tax report and tax due. 


May 20—— 


Motor carriers’ gross receipts report and 
tax due. 


Last Monday 
Property tax return due (last day). 


COLORADO 
May 1 


Franchise tax due. 


May 5—— 


Alcoholic beverage manufacturers’ report 
due. 


Motor carriers’ tax due. 


May 10—— 
Motor carriers’ report due. 


May 14— 
Sales tax report and payment due. 
Use tax report and payment due. 


May 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 


May 20—— 
Property tax return due (last day). 


May 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
May 1 
Gasoline tax due. 


May 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 


May 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


376 


DELAWARE 


First Monday—— 
Steam, gas and electric companies’ re- 
port due. 
May 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
May 31 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
May 10—— 


Licensed manufacturers. and wholesalers 
of beer, report due. 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 


due. 
May 15—— 
Beer tax due. 


May 25—— 
Gasoline tax report and payment due. 


FLORIDA 
May 1 


Auto transportation companies’ 


report 
and tax due. 


May 10—— 
Agents’ and wholesalers’ 
report due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


May 15—— 


Dealers’, importers’ and carriers’ gasoline 
report due. 


Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 


cigarette tax 


Motor vehicle fuel use tax report and 
payment due. 


Transporters’ and carriers’ alcoholic bev- 
erage report due. 


May 25—— 


Gasoline sales tax and storage tax report 
and payment due. 


Oil and gas production tax report and 
payment due. 
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GEORGIA 


May 1-—— | 
Bank share tax report due (last. day). 


Property tax return in counties of 200,000 
or more due (last day). 


May 10—— 


Cigar and cigarette wholesale dealers’ 
report due. 


Distilled spirits wholesale dealers’ report 
due. 


Motor carriers’ report due. 


May 15—— 
Malt beverage tax report due. 


May 20—— 


Gasoline tax report and payment due. 







IDAHO 


May 1 
Mining claim report due (last day). 
Ore severance tax report due. 





Second Monday. 


Car companies’ (except sleeping car com- 
panies), railroads’, transmission lines’, 
telephone and telegraph companies’ 
property tax report due. 





May 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 


Electric power companies’ report and 
tax due. 


Gasoline tax report and payment due. 


May 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 





May 1 


Cook County bank share tax due (last 
day). 


Cook County personal property tax due. 
Cook County real property tax semi- 


annual installment due. 
May 10—— 


Motor carriers’ mileage tax report and 
payment due. 


State Tax Calendar 


May 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 


Public utilities’ tax report and’ payment 
due. 


Sales tax report and payment due. 


May 20—— 
Gasoline tax report and payment due. 


May 30—— 
Gasoline transporters’ tax report due. 


INDIANA 





May 1 
Alcoholic vinous beverage tax due. 


Private car companies’ property tax re- 
turn due. 





First Monday—— 
Property tax semiannual installment due. 


May 10—— 


Cigarette distributors’ interstate business 
report due. 


May 15—— 
Alcoholic vinous beverage tax due. 


Cigarette distributors’ drop shipment re- 
port due. 


Property tax return due (last day). 
Use fuel tax report and payment due. 


May 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax 
report and payment due. 
Building and loan associations’ intangi- 
bles tax report and payment due. 


May 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 


Fuel dealers’ use fuel tax report and 
payment due. 


IOWA 

May 1 
Property tax report of electric trans- 
mission line, telephone and telegraph, 
electric light and power, gas, water- 
work and street railway companies due. 
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May 10—— 
Carriers’ gasoline tax report and tax due. 


Class “A” permittees’ beer tax report and 
payment due. 


May 20—— 
Gasoline tax report and payment due. 


KANSAS 
May 10—— 
Malt beverage report due. 


May 15—— 


Carriers’ gasoline and fuel use tax report 
due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton-mileage tax 
report and payment due. 


May 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 


May 25— 
Gasoline tax report and payment due. 


May 31 
Express companies’ report due (last day). 


KENTUCKY 
May 2—— 


Stored distilled spirits tax due. 


May 10—— 


Amusement and entertainment report and 
tax due. 


Distilled liquors blenders’ and rectifiers’ 
tax payment due. 


Refiners’ and importers’ gasoline tax re- 
port due. : 


May 15— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax report 
and payment due. 


May 20—— 


Cigarette wholesalers’ report due. 


Oil production tax report and payment 
due. 
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May 31—— 


Dealers’ and transporters’ gasoline tax 
report and payment due. 


LOUISIANA 
May 1—— 
Public utility license and pipe line trans- 
portation tax due. 
Soft drinks tax report due. 
Tobacco tax report due. 


May 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


May 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 


Income tax return and first installment 
due. 


Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


May 20— 


Beer wholesale dealers’ tax report and 
payment due. 


Fuel use tax report and payment due. 
Gasoline tax report and payment due. 
Kerosene tax report and payment due. 
Lubricating oils tax and report due. 


New Orleans sales and use tax report 
and payment due. 


Sales and use tax report and payment 
due. 


MAINE 
May 1 


Insurance companies’ premium tax due. 
May 10 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
May 15—— 


Telephone and telegraph companies’ and 
railroads’, including street railroads, 
capital stock tax return due. 


Use fuel tax report and payment due. 
May 31 


Gasoline tax report and payment due. 
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MARYLAND 


May 1—— 
Chain store tax due. 


May 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 


May 15—— 
Sales and use tax report and payment due. 


May 30— 


Purchasers of cargo lots of motor fuel, 
report due. 


May 31 





Gasoline tax report and payment due. 









MASSACHUSETTS 
May 1 
Forest land products tax information 
return due. 
May 10—— 


Alcoholic beverage excise tax report and: 


payment due. 
Meals excise tax report and payment due. 


May 20—— 


Cigarette tax report and payment due. 





May 31 


Motor fuel tax report and payment due. 


MICHIGAN 
May 5—— 


Carriers’ gasoline statement due. 


May 10—— 


Common and contract carriers’ report 
and fee due. 


May 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


May 20—— 
Cigarette report and tax due. 
Diesel fuel users’ report and payment due. 


Distributors’ gasoline tax report and 
payment due. 


Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and 
payment due (last day). 
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MINNESOTA 
May 10—— 
Carriers’ iron severance tax report due. 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


May 15—— 
Interstate motor carriers’ mileage tax due. 


May 20—— 
Cigarette tax and report due. 


May 23—— 


Distributors’ gasoline tax report and 
payment due. 


Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 








May 31- 


Property tax first semiannual installment 
due. 


Royalty tax due (last day). 





MISSISSIPPI 
May 1 
Property tax second semiannual install- 
ment due. 
May 5—— 
Factories’ report due. 
May 10—— 
Admissions tax report and payment due. 
May 15—— 
Carriers’ gasoline tax report and pay- 
ment due. 


Manufacturers, distributors and whole- 
salers of tobacco, report due. 


Retailers, wholesalers and distributors 
of light wine and beer, report duc. 


Sales tax report and payment due. 


Timber severance tax report and pay- 
ment due. 


Use fuel tax report and payment due. 
Use tax report and payment due. 


May 20—— 
Gasoline distributors’, refiners’, and proc- 
essors’ report and payment due. 
May 25—— 
Oil severance tax and report due. 


May 31 


Carriers of passengers and property, fuel 
use tax report and payment due. 

Gross revenue tax on common and con- 
tract carriers of passengers, quarterly 
installment due. 


Use fuel tax on fuel other than gasoline 
and report due. 


MISSOURI 
May 1 


Insurance companies’ premium tax due. 
Utilities’ ad valorem tax statement due. 
First Monday. 


Merchants’ and manufacturers’ property 
tax return due. 


May 5—— 


Nonintoxicating beer permittees’ report 
due. 


May 10—— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


May 15— 

Alcoholic beverage sales report due. 
May 25—— 

Use fuel tax report and payment due. 
May 31 


Freight line, railroad and street railway 
company report due. 


Gasoline distributors’ report and payment 
due. 


Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 
May 1 


Moving picture theatre licenses 
and tax due. 
May 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
May 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 


May 30—— 
Telephone companies’ tax and report due. 
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May 31 


Foreign corporation annual report to 
county due (last day). 


Property tax semiannual installment due. 


NEBRASKA 
May 1 


Fire insurance companies’ gross premiums 
tax first installment due. 


Real property tax first installment due. 


May 10—— 
Cigarette distributors’ report due. 


May 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


May 20—— 
Nonresident motor carriers’ report due. 


NEVADA 
May 1 


Bee owners’ report due. 


May 10—— 
Liquor report by out-of-state vendors 
due. 
May 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
May 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
May 1 


Domestic savings bank and trust com- 
panies’ report due. 


May 10—— 


Manufacturers’, wholesalers’ and im- 
porters’ alcoholic beverages report due; 
wholesalers’ payment due. 


May 15—— 
Use fuel tax report and payment due. 


May 31 
Motor fuel report and tax due. 
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NEW JERSEY 
May 1 


Property tax quarterly installment due. 
First Tuesday: 


Telephone, telegraph, express, parlor and 
sleeping car, gas and electric line, oil 
and pipe line companies’ report due. 


May 10—— 


Busses (interstate) report and excise tax 
due. 


Jitneys (municipal) gross receipts report 
and tax due. 


May 20—— 


Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 


May 25—— 


Busses (Municipal) gross receipts report 
and tax due. 


May 30—— 
Carriers’ gasoline tax report due. 
May 31 


Distributors’ gasoline report and payment 
due. 





























































































































NEW MEXICO 





May 1 
Franchise tax due. 








Property tax semiannual installment due. 


May 15—— 


Occupational gross 
and payment due, 


Oil and gas conservation report due. 
Severance tax and report due. 


May 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
May 25—— 
Gasoline tax report and payment due. 


Use or compensating report and pay- 
ment due, 






income tax report 





















NEW YORK 
May 15—— 


Franchise (income) tax return and first 
installment due. 


Transportation and transmission com- 
panies’ additional tax and report due. 


May 20—— 
Alcoholic beverage tax and report due. 
State Tax Calendar 









May 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 

turn and payment due. 

May 31 
Gasoline tax report and payment due. 


Insurance companies’ premiums report 
and tax due. 





Water, gas, electric, etc., companies’ re- 
port and tax due. 


NORTH CAROLINA 


May 10—— 


Carriers’ gasoline tax report and payment 
due. 


Distributors and bottlers of unfortified 
wines, report and payment due. 


Railroads’ alcoholic beverage report due. 


May 15—— 
Sales tax report and payment due, 
Spirituous liquor tax due. 
Use tax report and payment due. 


May 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 


NORTH DAKOTA 

May 1 

Rural electric cooperatives’ report due. 
Utilities’ property tax return due. 





May 10—— 
Cigarette distributors’ report due. 
May 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
May 25—— 
Use fuel tax report and payment due. 


OHIO 


May 10—— 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 
May 15—— 
Cigarette use tax and report due. 





May 20—— 
Dealers’ gasoline tax report due. 


May 30—— 
Carriers’ gasoline tax report due. 


May 31 
Gasoline tax due. 


Rolling stock tax report of sleeping car, 
freight line and equipment companies 
due (last day). 


OKLAHOMA 
May 5—— 


Operators’ report of mines other than 
coal mines due. 


May 10—— 


Airports’ gross receipts report and tax 
due. 


Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


May 15—— 


Carriers’ mileage tax report and payment 
due. 


Dealers’, retailers’ and carriers’ gasoline 
tax report due. 


Sales tax report and payment due. 


Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


May 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 


Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 


Rural electric cooperatives’ property tax 
return and payment due. 


Use fuel tax report and payment due. 
Use tax report and payment due. 


May 31 


Oil, gas and mineral gross production 
report and payment due. 


OREGON 


May 10—— 


Oil production tax report and payment 
due. 


May 15—— 
Property tax quarterly installment due. 
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May 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


May 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
May 10—— 
Importers of spirituous and vinous liq- 
uors, report due. 
Malt beverage report due. 
Soft drinks tax report due. 


May 15—— 


Employers’ return of tax withheld at the 
source under Philadelphia income tax 

- due. 

Income tax second installment due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


May 31 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
May 1 
Franchise tax report for the calendar 
year due. 
Income (franchise) tax report and pay- 
ment for the calendar year due. 


May 10—— 
Manufacturers’ alcoholic beverage report 
due. 
May 15—— 
Gasoline tax report and payment due. 


May 20—— 


Sales and use tax return and payment 
due. 


SOUTH CAROLINA 
May 1 
Alcoholic beverage wholesalers’ report 


of alcoholic beverages received due. 
Public utility franchise tax due. 


May 10—— 


Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 

Power tax return and payment due (last 
day). 


April, 19448 e TAXES—The Tax Magazine 











May 20—— 
Dealers’ fuel oil report due. 





































































































































































































y- 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 
SOUTH DAKOTA 
May 1 
Motor carriers of passengers, tex due. 
Rural electric companies’ utility tax re- 
, port due. 
liq- 
May 10—— 
Interstate motor carriers’ report and tax 
due. 
May 15—— 
the Alcoholic beverage sales report due. 
tax Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
—_ Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 
1e. May 20—— 
1e. Passenger mileage tax due. 
May 30—— 
Domestic corporations’ report due (last 
day). 
ndar May 31 
Dealers’ gasoline tax report due. 
pay- 
TENNESSEE 
eport May 10 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
_ Carriers’ gasoline tax report due. 
May 15—— 
Carriers of use fuel, report due, 
yment ‘i 
Users of fuel, report due. 
May 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
report Liquid carbonic acid gas tax due. 
due. Oil production tax report and payment 
due. 
Sales and use tax report and payment 
it due. due. 
nd re- 
eaiciel TEXAS 
e (last May 1 " 
Franchise tax due. 
agazine State Tax Calendar 





May 15—— 
Oleomargarine dealers’ report and tax 
due. 
May 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
May 25—— 


Carbon black production tax report and 
payment due. 


Cement distributors’ tax report and pay- 
ment due. 


Natural gas production tax report and 
payment due. 


Prizes and awards of theatres, tax report 
and payment due. 


May 30—— 
Oil production tax report and payment 
due. 
UTAH 
May 10—— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
May 15—— 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 
May 25—— 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
May 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


May 15—— 


Electric light and power companies’ re- 
port and tax due. 


May 31 


Gasoline tax report and payment due. 





VIRGINIA 
May 1—— 


Car companies’, car trust and mercantile 
companies’ property tax return due. 


Express companies’ property tax return 
due. 
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Individual income tax return due. 


Individuals’ information at the source 
return due. 


Intangible property tax return due. 


Motor bus transportation companies’ an- 
nual report due. 


Motor bus transportation companies in 
cities and towns, property tax returns 
due. 


Pipe line transmission corporations’ prop- 
erty tax return due. 


Public utilities’ report due. 


Railway and canal corporations’ property 
tax return due. 


Tangible personal property return due. 
May 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s 

due. 


May 20 
Carriers’ gasoline tax report due. 
Use fuel tax report and payment dt. 


May 31 


Gasoline tax report and payment due. 


tobacco tax payment 


WASHINGTON 
May 1 


Private car companies’ property tax re- 
turn due. 
May 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 
May 15—— 


Butter substitutes report and payment 
due. 


Gross income tax return and payment 
due. 


Public utilities’ gross operating tax report 
and payment due. 


Sales tax report and payment due. 
Use tax report and payment due. 


Wholesalers’ cigarette drop shipment re- 
port due. 


May 20—— 
Use fuel tax report and payment due. 
May 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


May 31 
Property tax semiannual installment due. 
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WEST VIRGINIA 
May 1 


Bank share tax due. 


May 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


May 15—— 


Cigarette use tax report and payment 
due. 


Sales tax report and payment due. 


May 30—— 
Gasoline tax report and payment due. 


May 31 


Property tax semiannual installment due 
(last day). 


WISCONSIN 
May 1 
Boats’, vessels’, etc., report and tax due. 
Coal docks’ report due. 
Grain elevators’ report due. 


Scrap iron or scrap steel docks’ report 
due. 


May 10—— 
Alcoholic beverage tax report due. 


Cigarette wholesalers’ and manufacturers’ 
report due. 


May 20—— 
Gasoline tax report and payment due. 


WYOMING 
May 1 
Railroad property tax return due. 


May 10—— 
Bank share tax installment due. 
Carriers’ gasoline tax report due. 
Property tax semiannual installment due. 


May 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 


Wholesalers’ gasoline tax report and pay-f 
ment due. 
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Federal Tax Calendar 


ifay 10—— 
Employers who withheld more than $100 
in income tax from wages during the 


previous month pay amounts withheld 
to authorized depositary. 


May 15—— 


Last day for filing nontaxable returns 
for calendar year 1947 in the case of 
fiduciaries for estates or trusts. 


Due date for proof of exemption and annual 
return of information by exempt cor- 
porations on a calendar year basis. 
Regulations 111, Section 29.101-2.) 


Return of stamp account by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828, 


Due date, by general extension, of returns 
for year ending November 30 in the 
case of (1) foreign partnerships; (2) 
foreign corporations which maintain 

an office or place of business in the 

United States; (3) domestic corpora- 

tions which transact their business and 

keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 


United States; 


and (5) American 


citizens residing or traveling abroad, 
including persons in the military or 
naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
December 31 in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 


for April. Form 957. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


May 30 


Returns for excise taxes due for April. 
Forms 726, 727, 728, 728(a), 729, 932. 
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